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What is an 
EDITOR 
anyway? 


He’s someone who does your work 
for you. He’s like a member 
of your staff, who tells you 
what you should know, what you 
don’t need to bother about. 
His business is to do what 
you would do if you had time and 
facilities. 

When you use the services of 
editors you have a right to 
know how much you can depend 
upon them. How much do they 
know? Surely dependability 
in editors is just as important 


to you as in your own staff. 


We think the editors of 
The Journal of Taxation are 
about as expert, as reliable, 
as sound, as any group of 
tax advisers you can find 
to do this part of your work 
for you. Take a look at the 
names listed on the contents 
page to the right. The high 
technical and professional 
calibre of these men is the 
reason so many thousands 
of tax men are depending upon 
The Journal of Taxation for continuing 


help in their daily work. 
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Tax implications of charitable 


contributions by corporations 


Corporations are being charitable these days, and taxes may be responsible. 


by Wiit1AM G. KuxHns 


Here we consider 


business purpose, gifts to government bodies, and current uncertainty over gifts of appreciated 


property. 


This article gives the background of cases and rulings and explains the present situation 


with a view to helping the corporation decide how to handle its contribution program 


HEN CORPORATIONS today part with money (or 
| pete ) for purposes generally considered to 
be charitable, they run into a tax situation considerably 
less complicated than in the recent past. However, 
the question of ordinary and necessary business ex- 
pense versus contributions is still important. So also is 
the still difficult question of tax treatment of contribu- 
tions of appreciated property. 

The deduction from gross income of charitable con- 
tributions has been allowed to individuals since the 
1917 Act and allowed to corporations since 1936. 
Prior to 1936 a donation by a corporation was deduct- 
ible only if it qualified as a business expense. To 
qualify as a business expense, consideration had to be 
established in the form of a direct business benefit. 
Accordingly such contributions were deductible only 
if in fact they were not donations in the true sense of 
the word. This, apparently on the theory that a cor- 
poration’s officers were not authorized to give away 
the stockholders’ property. I have wondered if such 
donations would have been deductible if specifically 
authorized in the by-laws of the corporation or ap- 
proved by stockholders at their annual meeting. How- 
of Section 170 as it stands today, the 
question is moot. 


ever, in view 
Background of the question 


The report of the House Ways and Means Commit- 
tee (H.R.Rep. No. 1681, 74th Cong., lst Sess.) pre- 


liminary to passage of the Revenue Act of 1935 indi- 
cated the desire of the administration to throw the 
burden of caring for unemployables back on the states 
and local communities. It stated that such a burden 
had to be handled by either direct taxation or private 
charity. It was felt that if private corporations were 
generous enough to help, their contributions should 
at least be exempt from taxation. Similarly the Ways 
and Means Committee preliminary to passage of the 
1936 Act indicated that the government would be com- 
pensated for the loss in revenues occasioned by per- 
mitting the deduction of charitable contributions by 
relief from the financial burden of caring for unem- 
ployables. Accordingly the 1936 Act allowed deduc- 
tions for contributions or gifts “made within the tsx- 
able year to or for the use of a domestic corporation, 
or domestic trust, or domestic community chest, fund, 
or foundation, organized and operated exclusively for 
religious, charitable, scientific, literary, or educational 
purposes . . . to an amount which does not exceed 
5 per centum of the taxpayer's net income as computed 
without the benefit of this subsection.” 

The 1938 Act created Section 23(a)(2) (Section 
23(a)(1)(B) of the 1939 Code; Section 162(b) of the 
1954 Code) eliminating the possibility under the 1936 
Act that a contribution might be fully allowed under 
Section 162(a) although it exceeded the 5 per cent 
limitation provided by Section 170. It is to be noted 
that contributions by corporations are only taken out 
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of the general expense provision of the statutes (Sec- 
tion 162(a)) if the contributions would be allowable 
under Section 170. However, payments to organiza- 
tions defined by Section 170 may qualify as business 
expenses and be deductible under Section 162(a). 
Since there is no limitation with respect to amount 
(Commissioner v. Lincoln Electric Co., 176 F.2d 815, 
cert. denied) and only the requirement that such pay- 
ments must be ordinary and necessary, it may be 
advisable to claim such expenditures as Section 162(a) 
items. Disallowance by the Internal Revenue Service 
may be on the grounds that the resultant benefit is 
too remote and that the expenditure is not a neces- 
incident of the operation of the taxpayer's 
It must also be remembered, however, 
that if the element of consideration is present and if this 
consideration takes the form of a capital asset as dis- 
tinguished from an item of expense or has an indeter- 
minate life which may be expected to extend beyond 
the year of payment, the deduction may be denied 
(Kauai Terminal Ltd., 36 B.T.A. 893; C.-N.W.Ry.Co., 
114 F. 2d 882). If such is the case and there is a reason- 
able basis for claiming the payment as either a business 
expense or a contribution, the contribution classifica- 
tion would be desirable. 

At the time of the 1938 Act, consideration was given 
to limiting the deduction for a gift in kind to the ad- 
justed basis of the property in the hands of the tax- 
payer. The House bill included such a provision and 
it was eliminated by the Senate on the basis of repre- 
sentations made to the Senate Finance Committee by 
officials of educational and charitable institutions that 
such a limitation would discourage the making of 
charitable gifts in kind (SEN. Rep. No. 1567, 75th 
Cong,. 3d Sess., Senate Finance Committee Report). 
The House receded. 


sary 


business. 


The 1939 Act enabled corporations to deduct con- 
tributions to corporations, trusts, etc., “created or or- 
ganized in the United States, or in any possession 
thereof, or under the law of the United States, or any 
State or Territory, or the District of Columbia, or of 
any possession of the United States” meeting the re- 
ligious, charitable, etc., requirements. 

The 1942 Act adopted Section 23(q) (1) correspond- 
ing to Section 170(c)(1) permitting deduction of 
amounts paid to or for the use of “the United States, 
any State, Territory, or any political subdivision there- 
of, or the District of Columbia, or any possession of 
the United States for exclusively public purposes.” 

The term “to or for the use of” was discussed in 
John Danz, 18 T.C. 454. The court stated that the term 
was “intended to convey a meaning similar to that of 
in trust for’ so that a contribution irrevocably in trust 
Section 170(c) is 
sufficient.” The phrase is expressive of the right of 


for organizations described in 


*Pursuant to T.D. 6091 this regulation is effective under the 
1954 Code until superseded by regulations issued under the 
1954 Code. 
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exclusive appropriation or enjoyment of the thing 
donated rather than descriptive of the purpose or 
mode of use. It is intended to convey a meaning simi- 
lar to “in trust for.” 


Gifts to governmental bodies 


Contributions to or for the use of a governmental 
unit as indicated in Section 170(c) must be for ex- 
clusively public purposes. Hence if the transfer in- 
volves substantial benefit to the grantor or to other 
than the general public, the public purpose element 
is insufficient and a deduction is not allowable. In such 
cases however, the expenditure might be deductible 
under Section 162(a) as a business expense. The fact 
that the donor may benefit personally from a particu- 
lar contribution or donation is not necessarily conclu- 
sive against its deductibility under 170 if the over-all 
public purpose is substantial. In Roy C. McKenna, 5 
T.C. 712, donations to volunteer fire departments 
located near taxpayer's home were deductible as con- 
tributions for the use of a political subdivision for ex- 
clusively public purposes. I.T. 4030, on the basis of the 
acquiescence in that case and several others, revoked 
I.T. 1867 and held contributions to organizations of 
volunteer firemen deductible. The ruling mentions that 
the acquiescences were based on the proposition that 
contributions to a volunteer fire department relieve a 
political subdivision of the burden of a function nor- 
mally performed by a municipality. It is suggested 
that the donor make it unmistakably clear in the reso- 
lution of the board of directors authorizing the dona- 
tion and in the conveyance itself that the purpose of 
the donation is “for exclusively public purposes.” 
Regulation 118, Section 39.22(b)(4)-1 under the 1939 
Code’ provides: 


“The term ‘political subdivision’ denotes 
any division of the State or Territory which is a 
municipal corporation, or to which has been dele- 
gated the right to exercise part of the sovereign 
power of the State or Territory. As thus defined, a 
political subdivision of a State or Territory may or 
may not include special assessment districts 
so created, such as road, water, sewer, gas, light, 
reclamation, drainage, irrigation, levee, school, har- 
bor, port improvement, and similar districts and 
divisions of a State or Territory.” 


Thus it is necessary for the prospective donee to be 
a municipal corporation or to have the authority to 
exercise sovereign power as distinguished from mere 
proprietary power. Black defines sovereign power as 
“that power in a state to which none other is superior 
or equal, and which includes all the specific powers 
necessary to accomplish the legitimate ends and pur- 
poses of government.” 


Donations to veterans groups 


The 1943 Act added contributions to veteran re- 
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habilitation services and to veteran posts or organiza- 
tions to the category of deductible donations. Public 
Law 7, Section 2, enacted February 26, 1947, added 
subsection 4 to Section 23(q) of the 1939 Code pro- 
viding for the deductibility of contributions to United 
Nations to be used for the acquisition of its New York 
site (repealed by 1954 Code). Section 16 of Public 
Law 8, enacted August 8, 1947, amended Section 170 
to provide for the de ductibility by corporate taxpayers 
on the accrual basis of contributions on other than a 
strictly paid basis. Such a taxpayer may at his election 
deduct a contribution or gift, payment of which is 
made after the close of the taxable year but on or be- 
15th day of the third month following the 
close of such taxable year provided the board of di- 


fore the 


rectors authorized such contribution or gift in the tax- 
able year. It should be remembered that this is a pro- 
vision adopted for the convenience of the taxpayer 
and is applied strictly at the taxpayer's election. This 
election must be made at the time the return is filed 
and must be signified in accordance with Regulation 
118, section 39.23(q)-1 by attaching to the return an 
affi lavit by the president or other principal officer of 
the corporation to the effect that the resolution author- 
izing the contribution was adopted by the board of 
directors during the taxable year. 
contributions authorized on or after January 1, 1953, 
there must be attached in addition to this affidavit, a 
copy of the resolution itself. 


With respect to 


Later legislation 


The Revenue Act of 1950 added Sections 3813 and 
162(g)(2) to the 1939 Code (sections 503 and 681 
respectively of the 1954 Code). Section 170 refers to 
these sections with respect to the disallowance of cer- 
Section 
170. Section 503 sets forth requirements for tax ex- 


tain contributions otherwise allowable under 


emption of organizations exempt under Sections 501 
or 401. It specifies activities which will destroy the tax 
exempt status of the income received by such organ- 
izations as well as the deductibility of contributions to 
such organizations. Section 681 provides for a limita- 
tion on the charitable deduction allowed estates and 
trusts if such estate or trust has engaged in a pro- 
hibited transaction as defined in Section 681(b) (2). 
Section 170 of the Internal Revenue Code of 1954 
consolidates sections 23(0), 23(q), and 120 of the 
1939 Code. Section 170(b)(2) provides that the net 
operating loss carryback shall not be taken into ac- 
count in computing taxable income for the purpose of 
applying the 5-per cent limitation upon corporations. 
Under the 1939 Code a recomputation of the chari- 
table deduction was necessary if income was reduced 
by a carryback. Apparently such recomputation is still 
necessary if a net operating loss carryforward is in- 
volved. This section 170(b)(2) also provides that to 
the extent that contributions in one year exceed the 
5-per cent limit, they may be carried over and de- 


ducted in the following two years to the extent that 
the carry overs and contributions in those years do 
not exceed 5-per cent of taxable income. 

In defining the term “charitable contribution” sec- 
tion 170(c) added, as qualified recipients, a political 
subdivision of a possession of the United States and 
also added a cemetery company owned and operated 
exclusively for the benefit of its members. 


Uncertainty over unrealized appreciation 


Two rulings by the Bureau have been responsible 
for a considerable amount of speculative writing by 
tax people with respect to the possible trend in the 
concept of realization - income. Since the case of 
Eisner v. Macomber, 252 U.S. 189, it has been gen- 
erally accepted that ised the Constitution unrealized 
appreciation in assets is not subject to the income tax. 
Sheila and Edward Roehner, writing in the Tax Law 
Review, January 1953, express the belief that such 
unrealized appreciation is now constitutionally subject 
to the income tax. Some think such taxation would 
require statutory amendment while a few believe it is 
possible under existing legislation. The concept has 
definite implications in the field of charitable contribu- 
tions. If the IRS could establish that a gift constituted 
a realization of taxable income, the present advantages 
of a gift in kind would be destroyed. Such advantages 
arise from the deductibility by the donor of property 
given to a qualified donee, of the fair market value of 
the property at the time of the gift. Thus in some 
situations it may be possible to realize a greater re- 
duction in income tax by giving away low basis prop- 
erty than by selling it and retaining the proceeds. 

An example of a case in which it may be possible 
to realize a double deduction is offered by a taxpayer 
with a fully amortized emergency facility. Donation 
of such p.operty to a donee included in Section 170(c) 
would result in a deduction as a charitable contribu- 
tion of the fair market value of such property. The 
taxpayer would have already recovered his full cost 
or whatever percentage thereof had been certified for 
rapid amortization. The amount of any such tax reduc- 
tion is dependent upon the relationship of the fair 
market value of the property and its adjusted basis 
for tax purposes as well as the effective tax rate. 


Two rulings on realization of income 


To review briefly the two rulings mentioned above, 
I.T. 3910 involved a gift of wheat by a farmer to a 
charitable institution. The farmer had raised the wheat 
on his farm and had included the expenses as deduc- 
tions from gross income. He had also deducted as a 
contribution the fair market value of the wheat at the 
time of the gift. The Bureau ruled that “such fair 
market value was includible in the gross income of 
the donor.” They relied largely on the case of Helver- 
ing v. Horst, 311 U.S. 112,? and stated that the satis- 


faction derived from the contribution of such property 
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to an organization described in Section 170 of the 
Code resulted in the enjoyment of income within the 
rule established in this case. 

Thus the Bureau taxed the farmer at the time of the 
gift on the authority of the Horst case, although many 
feel Horst held to the contrary that income was to be 
taxed to a cash basis taxpayer at the time it was paid.* 
In Commissioner v. Sunnen, 333 U.S. 59], the court 
cited the Horst case among others and stated “These 
cases all imposed income tax liability on transferors 
who had assigned or transferred various forms of in- 
come to others within their family groups. 

[.T. 3932 involved a gift by a livestock raiser to his 
son of some cattle which the father had raised. The 
son subsequently sold the cattle. The Bureau referred 
to I.T. 3910 and the Horst case and held that the fair 
market value of the cattle on the date of the gift was 
includible in the father’s gross income for the year in 
which the gift was made and that the excess of the 
selling price over the fair market value on the date of 
the gift was reportable as income of the son. 

Robert N. Miller, writing in 5 Tax Law Review 1 

(1949), discusses these two rulings and indicates the 
possibility of the Bureau's extension of the theory to 
apply to other than zero basis situations. He fears that 
their reasoning is broad enough to encompass other 
situations where this intangible and perhaps hypo- 
thetical “satisfaction” is just as easy to assert and 
equally difficult to disprove. Mr. Miller looks upon 
these rulings as offering a possibility for the Bureau 
to bypass Congress. 

The rulings do seem at odds with Section 1015(a) 
requiring a donee of property to treat the property 
received by gift as having the same basis as it had in 
the hands of the donor or last preceding owner by 
whom it was not acquired by gift. This provision was 
enacted in 1921 and was directed against tax avoid- 
ance schemes based on gifts. Prior to this time the 
donee took as his basis the fair market value of the 
property at the time of the gift. It seems reasonable 
to assume that had Congress intended to have the gift 
of property constitute a taxable event from an income 
tax standpoint they would have so provided. The sec- 
tion was amended in 1934 so that donee takes either 
donor's basis or the market value, whichever is lower; 
and again in 1942, when inclusion of gifts in trust was 
clarified. 

The Bureau has not been sustained in its position 
in these rulings. In Estate of W. G. Farrier, 15 T.C. 
277, the Tax Court held that a gift of cattle did not 
result in income to the donor. They found “no element 


* Taxpayer-father detached interest coupons from negotiable 
bonds shortly before the due date of the coupons and gave 
them to his son. The son collected the interest at maturity and 
reported amount received as his income. Gift and receipt of 
interest took place in same taxable year of cash basis donor. 
Court ruled the interest received was taxable to the father. 
Annie A. Colby, 45 B.T.A. 536, noted that gift and payment 
were considered in Horst case and not just the gift alone. 
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of an assignment of earned income,” distinguished 
Horst, supra, and found for the taxpayer. In White v. 
Brodrick, 104 Fed. Supp. 213, dismissed 198 F. 2d, 
751, the District Court for Kansas held without opin- 
ion that a cash basis taxpayer did not realize income 
by gift of wheat to a charity. In Elsie Sorelle, 22 T.C. 
31, the Tax Court held that in gifts of land the matured 
crops of wheat thereon immediately prior to harvest 
did not result in the realization of taxable income equal 
to the fair market value of the wheat at the date of the 
gift. 

Neverthless, a letter ruling by aay Commissioner 
McLamey on October 8, 1951 (525 CCH Par. 6125) 
indicated that a donation of building materials to a 
county civil defense organization was deductible at 
the price at which the donor would normally sell the 
materials. It then stated that it was the Bureau's posi- 
tion that “if property contributed to an organization 
which qualifies under Section 23(0) or (q) (Section 
170, 1954 Code) is of a kind which would properly be 
includible in the inventory of the taxpayer if on hand 
at the close of the taxable year, or property held by a 
taxpayer primarily for sale to customers in the ordi- 
nary course of his trade or business,” the value at the 
time of the contribution would be includible in the 
donor’s gross income. The ruling acknowledged the 
contrary result in Farrier, supra, but gave no ground. 
This ruling is discussed in 8 Tax Law Review 173 at 
198. 

That same article reviews the position of many who 
feel that the only test of whether unrealized apprecia- 
tion is taxable is the test of convenience. One fre- 
quently feels they have attached too much importance 
to the language not necessary to a particular decision 
in an attempt to establish a uniform rule, when often 
the decision was designed to frustrate specific attempts 
at tax avoidance by the diversion of income. * 





IRS Krits Dousie DEDUCTION 


AS WE GO TO PRESS we have word that the IRS is 
reversing its earlier position and disallowing the 
double deduction for gifts to charity of agricul- 
tural or manufactured property held for sale. The 
new position is taken in Revenue Ruling 55-138 
(IRB 1955-11,15) which revokes IT 3910 (CB 
1948-1,15). Henceforth, the fair market value of 
such products contributed is not includible in 
gross income; the fair market value as of the date 
of the gift is deductible; and an inventory ad- 
justment must remove the donated assets and 
costs attributable thereto from the opening in- 
ventory in the year of the gift. Current-year cost 
items are not deductible, and previous deduc- 
tions must be removed from the amount of the 
contribution. 

















Elections under 1954. Code affecting 


changes in partners’ capital 


by Paut A. PHriurps 


The 1954 Code brings much-needed revisions to taxation of partners and partnerships. Because 


taxation of partnerships is basically so complicated, and because the new law revises the fundamental 


character of partnership taxation, most practitioners have not yet fully assimilated the new rules. 


This article deals with part of the problem: partners’ capital. It uses ecamples to show how various 


elections work; points out uncertainties in the law, and matters to be watched in the Regulations 


; pw GENERAL RULES UNDER the 1954 Code for the 
treatment of partnerships are not, except in a few 
areas, much different from those of former law and 
practice. However, the elections afforded by the 1954 
Code to deviate from these general rules are extremely 
significant, particularly those applicable to changes in 
partners’ capital. The elective rules will often ease the 
client’s tax burden, and awareness of their existence is, 
therefore, compulsory. This was one of the more sig- 
nificant areas of partnership taxation which was in- 
adequately treated by the 1939 Code and regulations. 
Some questions under the old law were answered by 
the courts. Swiren (Swiren v. Comm., 183 F.2d 656, 
7th Cir. 1950) and Hatch (Hatch v. Comm., 198 F.2d 
26, 9th Cir. 1954) made it clear that the sale of a 
partnership interest constitutes the sale of a capital 
asset even where all the partners sell and regardless 
of the character of the partnership assets. Hatch and 
Williams v. McGowan (152 F.2d 570, 2d Cir. 1945) 
made it clear that the sale of assets by the partnership 
followed by dissolution of the partnership resulted in 
the recognition of gain to the partnership and the 
partners were required to recognize their distributive 
share of partnership gain. As to the purchaser, it was 
conceded on all sides that payment of the purchase 
price merely gave him a basis for his acquired partner- 
ship interest and he was to be treated in the same way 


as any other partner so far as distributive share of 
partnership gain was concerned. 

The new Code provides better answers than the old 
Code to those questions to which it addresses itself. 
However, it does leave the area of the Hatch contro- 
versy open, for different results will follow depending 
on (1) whether the partners sell their interests, or (2) 
the partnership sells its assets and dissolves, or (3) it 
dissolves and the partners sell, or (4) if a current 
distribution precedes dissolution. Let us assume a 
partnership consisting of Nim, Bardoff & Pistol, doing 
business as N.B.P. Co., has the assets set out in Table 
I. All have a basis of $120 for their respective interests. 
All share equally in capital and profit, and they now 
desire to dispose of the business. 

If sale of the assets by the partnership is chosen the 
partnership will recognize ordinary gain of $10, a 
Section 1231 (1954 Code) gain of $20 and a capital 





TABLE I: Partnership assets, N.B.P. Co. 

Basis Value 

Inventory $ 90 $100 
Depreciable property used in business 

held for more than 6 months 100 120 

Securities 80 110 

Cash 90 90 

$360 $420 
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gain of $30. Section 702 requires that Nim, Bardoft 
and Pistol each recognize: ordinary gain—$3.33; Sec- 
tion 1231 gain (capital )—$6.67; capital gain—$10; or 
a total of $20 gain of which $3.33 is ordinary. 


Dissolution, sale of assets by partners 


[f dissolution of the partnership and sale of the assets 
by the partners individually, is chosen, no_gain will be 
recognized on the dissolution under Section 731. Each 
partner will under Section 732 take the assets at an 
aggregate basis equal to his partnership interest basis 
or $120. Section 732(c) requires this aggregate basis 
to be allocated in the following manner: first, the in- 
ventory received by the partner must be given a basis 
equal to its basis in the partnership’s hands ($30) and 
the cash be given a value basis ($30). The remaining 
$60 of basis is allocated in accordance with partner- 
ship basis for the assets—$33.33 to the Section 1223 
assets and $26.67 to the securities. Sale of these assets 
by the partners would result in the same gain as above. 
Section 735 requires the same character of gain or loss 
to be recognized by the distributee partner as the 
partnership would have recognized. 

Thus the same result will occur whether the part- 
nership or the partners sell. 


Sale of partnership interest 


If the partners sell their partnership interests, the 
$20 gain realized by each would all be capital gain. 
Section 741 so provides. Where inventory appreciation 
is substantial, ordinary gain will result with respect 
to the inventory items. This is discussed below under 
collapsible partnerships. 

Thus it is clear that where there are no “unrealized 
receivables” as defined in Section 75l(c) (2) nor 
“substantially appreciated” inventory as defined in 
Section 751(d), the partners’ choice as to the method 
of disposing of the partnership business can make a 
significant difference even where there is no attempt 
to manipulate. 


Allocation of capital gains among partners 


The new Code presents some narrow area for 
manipulation which may enable the limited conversion 
of ordinary income into capital gain. To illustrate, let 
us assume that Nim is in a lower tax bracket than 
Bardoff and Pistol. The three have been advised that 
sale of their partnership interests would be more 
advantageous tax-wise than sale of the partnership 
assets. However, the purchaser doesn’t see the sense 
of buying three partnership interests—all he wants are 
the assets, not a partnership. Since realization of or- 
dinary income is anathema to Bardoff and Pistol, al- 
though not to Nim, the distribution set out in Table II 
is suggested. 

Then the individual distributees should sell to the 
purchaser the assets received by them in kind. Bardoff 
and Nim each have a $20 gain, Nim has $20 income. 


Bardoff, who under Section 732(b) would take the 
depreciable property at a basis of $120 ( partnership 
interest basis ) less $20 (cash received) or $100, would 
recognize $20 capital gain on his sale at $120 (Section 
735). 

Pistol, who under Section 732(b) would take the 
securities at a basis of $120 (partnership interest basis ) 
less $30 (cash received) or $90, would recognize $20 
capital gain on his sale of the securities at $110 (Sec- 
tion 735). 

Thus the high bracket taxpayers would recognize 
only capital gain—just as they would have on a sale of 
their partnership interests. So far so good. But Nim 
would recognize $20 ordinary gain. 

For Nim to recognize more ordinary gain than 
the partnership would have recognized if it had sold 
the inventory (there was only $10 appreciation in in- 
ventory ) seems an odd result. 

The reason for this is that Section 732(b) states that 
the basis of property received in kind upon the liquida- 
tion of a partner's interest in the partnership should be 
the partner's basis for his partnership interest less the 
cash received. In Nim’s case this would be $120 less 
$40 or $80. The partnership's basis for the inventory 
was $90. If he sells the inventory at $100, his gain is 
$20—all ordinary gain because Section 735 provides 
that the character of gain or loss on sale of inventory 
within five years of its distribution by the partnership 
is gain or loss from the sale of property other than a 

apital asset. Furthermore, Section 731(a)(1) pro- 
vides that no gain shall be recognized on dissolution 
except to the extent cash received exceeds the dis- 
tributee’s basis for his partnership interest. Hence a 
basis in Nim’s hands lower than the partnership's basis 
for the inventory is required. 

It may be noted that Section 731(a)(2) provides 
for recognition of capital loss where only inventory 
and cash is received and the basis thereof to the part- 
nership is less than the distributee’s partnership in- 
terest basis. This is necessary because the partner's 
basis for inventory received generally may not be 
greater than the partnership's basis (Section 732(c) ). 
Thus if N.B.P. Co.’s basis for the inventory were $70, 
Nim would recognize a $10 capital loss on the dissolu- 
tion and would recognize a $30 ordinary gain on the 
sale of the inventory (the same gain the partnership 





TABLE II: Suggested distribution 
(basis and value as in first situation ) 
Basis Value 
Distribution to Nim 
Inventory $ 90 $100 
Cash 40 40 
Distribution to Bardoff 
Depreciable property used in busi- 
ness, held for more than 6 months $100 $120 
Cash 20 20 
Distribution to Pistol 
Securities $ 80 $110 
Cash 30 30 
$360 $420 
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would have recognized )—resulting in the correct net 
gain of $20. If there were a comparable provision on 
the gain side, that is a provision requiring the basis of 
inventory to carry over to the distributee partner and 
a recognition of capital gain on dissolution to the ex- 
tent the basis of the inventory so determined exceeds 
the partner's partnership interest basis less cash re- 
ceived, Nim would take the inventory at a $90 basis, 
recognize $10 capital gain on the dissolution and $10 
ordinary gain on sale of the inventory. 

Returning to Table II, the presumably equitable 
result would be a $10 ordinary gain and $10 capital 
gain to Nim, when the assets are sold by the partner- 
ship. It might be argued that making his entire $20 
gain ordinary is the correct price to require for per- 
mitting Bardoff and Pistol to recognize capital gain 
only. However, the argument cannot hold water be- 
cause not only could all the partners have achieved 
capital gain treatment had their partnership interests 
been sold, but the pitfall of excessive ordinary gain 
can also be avoided by a distribution of inventory to 
Nim but not “in liquidation of (his) interest.” 

Under Section 732(a) such a distribution will give 
Nim a basis of $90 for the inventory, i.e., the same as 
the partnership's basis. Nim then will sell the inventory 
for $100, recognizing $10 ordinary gain. Then the part- 
nership will dissolve, distributing $40 cash to Nim, 
the depreciable property and $20 cash to Bardoff and 
the securities to Pistol, as in Table II, Bardoff and 
Pistol proceed to sell the property received and each 
recognizes his $20 capital gain. 

Nim, having received (in a distribution other than 
in liquidation of his interest) property with a basis of 
$90, has had his partnership interest basis reduced to 
$30 (Section 733). Thus when he received $40 cash in 
dissolution of the partnership, he recognized capital 
gain of $10 (Section 731(a)(1)). 

Thus $10 ordinary gain and $10 capital gain to Nim 
and $20 capital gain each to Bardoff and Pistol would 
be recognized. 

Although the area in which different results will 
occur depending on which route is followed is small, 
the existence of this possibility may raise again the 
question of whether the patrnership sold its assets or 
the partners’ their interest—just as it arose in Hatch 
under the old law. Actually, in substance the transac- 
tion was the sale of the partnership business and the 
route followed should be immaterial. If only capital 
gain would result by following one route, then only 
capital gain should result on all routes. 


Partnership adjustments on sale of partner's interest 


Let us assume that Nim wishes to sell to Jones his 
interest in N.B.P. Co. as set out in Table I. He does 
so for $140, the value of his interest in the partnership 
assets. As previously noted, Nim will recognize gain of 
$20, all capital (Section 741). Jones will have a cost 
basis of $140 for his partnership interest (Section 742). 


Under the 1939 Code this transfer of a partnership 
interest could have no effect on the basis of the part- 
nership assets. Thus, for instance, a subsequent sale by 
the new partnership of its inventory for $100 w ould 
result in $10 partnership ordinary gain, of which Jones 
would be taxed on $3.33. Of course, Jones’ greater 
partnership interest basis would result in his having 
lesser gain (or greater loss) than Nim would have 
had, were all the assets to be sold and the partnership 
dissolved. It would be reflected also in an increased 
basis for any assets distributed to him in kind. How- 
ever, the day of equalization may never arrive, or, if 
it does, the lesser gain or greater loss may be capital 
whereas the gain which Jones reports as his distribu- 
tive share of partnership gain on the inventory is 
ordinary gain. 


Effect of transfer on partnership net basis 

The 1954 Code (Section 743(a)) prescribes as its 
general rule the 1939 Code rule that transfer of 
partnership interest has no effect on partnership asset 
basis. However, it provides an option in Sections 
743(b) and 754 to adjust the partnership asset basis 
to reflect the cost price to Jones. The adjustment will 
benefit Jones only and not Bardoff and Pistol. 

The operation of the adjustment is as follows: Sec- 
tion 743(b) provides that the basis of the partnership's 
assets may be increased by the excess of Jones’ part- 
nership interest basis ($140) over his proportionate 
share of partnership asset basis. “Proportionate share” 
of partnership asset basis is determined in accordance 
with Jones’ interest in partnership capital, here one- 
third or $120. Thus there is an increase of $20 to be 
made to the bases of three different assets and that 
amount must be allocated among those assets. Section 
755(a) provides that the allocation be made “in a 
manner which has the effect of reducing the difference 
between the fair market value and the adjusted basis 
of partnership property” or any other manner pre- 
scribed by regulations. What is meant by reducing the 
difference between value and basis? What is meant is 
not an allocation in accordance with basis nor an allo- 





TABLE III: Adjustment of partnership basis 
Depreciable Securi- 
Inventory Assets ties Total 
Basis to old partner- 
ship ; $ 90 $100 $ 80 
Value at sale of in- 
terest 100 120 110 
Appreciation, $ 10 20 30 60 
% 16°/s 33° / 3 50 100 
Adjustment _ 
(Excess of Jones’ 
basis ) 
% (same as ap- 
preciation 
above ) 16° /s 83' Is 50 100 
$ (applying % 3.33 6.67 10 20 
Adjusted basis 
to total ) 
(For Jones only) $ 93.33 $106.67 $ 90 
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cation in accordance with value but an allocation in 
accordance with relative appreciation of the assets. 
The adjustment is distributed among the assets in the 
same way as the appreciation in value is distributed. 
See Table III. 

As for Bardoff and Pistol, the partnership's basis for 
its assets is undisturbed. Should the partnership sell 
the inventory, for instance, for $100, it would recognize 
a gain of $6. 67. However, Jones would pick up none of 
that gain as his distributive share and Bardoff and 
Pistol would have $3.33 each. If the inventory were 
sold for $109, Jones would have $3 gain and Bardoff 
and Pistol $6.33 each. 

If we assume the depreciable property, whose basis 
after Jones comes in is $106.67, is to be depreciated at 
20%, the total depreciation would be shared as fol- 
lows: $6.67 to Bardoft and Pistol each, and $8 to Jones. 

As can readily be seen, complications may arise in 
making the basis adjustment and in keeping records. 
In many instances, particularly in large partnerships 
with many different assets, the complications may be 
too great and equity will yield to simplicity. The im- 
portant thing is that the existence of Section 743(b) 
will make it possible to achieve equity where practi- 
cable. 

The election is available with respect to transfers 
occurring during a partnership year beginning after 
December 31, 1954. Once the election to adjust asset 
basis upon a transfer has been made, it is effective for 
all subsequent transfers. The revocation of the election 
is subject to such limitations as regulations shall pre- 
scribe. Thus if a sale of an interest occurs at a price 
below that interest’s proportionate share of partner- 
ship asset basis, a downward adjustment of asset basis 
must be made, if a previous election to adjust asset 
basis has been made—unless the regulations will per- 
mit the partnership to adjust basis upward but avoid 
a downward adjustment. 

Before leaving the election to adjust basis on sale of 
a partnership interest, one more word on the allocation 
of the adjustment seems necessary. The Senate Finance 
Committee Report, contains a sentence which seems 
misleading if not incorrect. It reads “ . if there is an 
increase in basis to be allocated to the partnership 
assets, the entire adjustment must be allocated only to 
the assets whose values exceed their basis in proportion 
to the difference between the value and basis of each. 
No adjustment is to be made to those assets whose 
bases exceed their values since this would increase, 
rather than reduce, the difference between their values 
and their bases.” Consider the application of this 
language to the following: 

Assume N.B.P. Co. has the following assets: 


Basis Value Appreciation 
Inventory $ 90 $100 $10 25% 
Depreciable property A 110 100 
Depreciable property B 70 100 $30 75% 





$270 $300 $40 100% 





TABLE IV: Decline in value of depreciable property A 


Basis Value Appreciation 


Inventory $90 $100 $10 33'/s%) 

Depreciable property A 110 100 (10) (33*/s%) 

Depreciable property B 70 100 30 100% 
Total $270 $300 $30 100% 











If Jones buys Nim’s interest for $100, there is a $10 
upward basis adjustment to be made. This would be 
allocated according to the Committee Report, $7.50 
(75% of $10 adjustment) to depreciable property B 
and $2.50 (25% of $10 adjustment) to the inventory. 
The basis of depreciable property A would remain un- 
changed. This result is not completely consonant with 
the policy of the election—namely, to have the pur- 
chaser’s cost reflected in his proportionate share of the 
partnership asset basis so that he will not be taxed 
with respect to appreciation for which he has paid. 
On the other hand, and even more important, with 
respect to depreciable property A, Jones will receive 
the benefit of a basis higher than the asset's value at 
the time he purchased his interest in it. 

Obviously, as Sections 743(b) and 755 are written 
and as the Committee Report interprets them, the ad- 
justment formula will work out properly only where 
all of the assets have a value equal to or greater than 
their bases. Where some assets have a basis in excess 
of value, although the aggregate asset values are 
greater than the aggregate asset basis, the formula does 
not achieve the desired results. 

The proper result in the above case would be ob- 
tained if the decline in value of depreciable property 
A is included (see Table IV). 

This would give a downward adjustment of $3.33 
(33'/3% of $10) to the basis of depreciable property 
A, an upward adjustment of $3.33 to the inventory and 
a $10 upward adjustment to depreciable property B— 
a net upward adjustment of $10. It is hoped there will 
be room in the Regulations to correct the defect. The 
remedy is simple—the Regulations need only prescribe 
that the basis of those assets whose basis exceeds their 
value shall be reduced by the transferee’s proportion- 
ate share of that excess and the basis of those assets 
whose value exceed their basis shall then be increased 
by the transferee’s proportionate share of that excess. 
Where a partner has died, the same election is afforded 
the partnership with respect to the decedent's successor 
in interest as with respect to the purchaser. The date 
of death (or optional valuation date ) value is of course 
the basis for the successor’s partnership interest and 
serves as the measure of the adjustment. 


Partnership adjustments on withdrawal of a partner 


The provisions dealing with the withdrawal of a 
partner are more easily understood if considered in 
the light of the provisions dealing with the sale of an 
interest, as just discussed. 
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Let us assume the same partners, Nim, Bardoff and 
Pistol in the same partnership N.B.P. Co., with the same 
assets as in Table I. Let us assume that the partnership 
agreement provides, in effect, that upon withdrawal of 
a partner he shall be paid either in cash or kind his 
proportionate share of the value of the partnership 
assets. Let us assume that Nim withdraws. He takes the 
$90 partnership cash and Bardoff and Pistol each pay 
$25 to him—a total of $140. There has been a distribu- 
tion in partial liquidation of Nim’s interest and a sale 
to Bardoff and Pistol of the balance of his interest. His 
basis for the balance of his interest being $30 ($120 
minus $90), he realized a gain of $20 on the sale. 

The optional basis adjustment rule of Section 743(b) 
may be applied to increase the basis of the partnership 
assets in an aggregate amount of $20, representing the 
excess of $50 (the cash paid by Bardoff and Pistol for 
Nim's interest) over $30 (the proportionate share of 
the asset basis allocable to the interest acquired). 

The transaction may also be considered as a contri- 
bution to the partnership of $25 each by Bardoff and 
Pistol and a distribution in termination of Nim’s in- 
terest of $140, resulting in a $20 recognized gain to 
Nim. This could bring into operation the “Optional 
Adjustment to Basis of Undistributed Partnership Prop- 
erty” rules contained in Sections 734 and 754. 

Section 734(a) states the general rule that the basis 
of partnership assets shall not be adjusted upon distri- 
bution of property to a partner unless the election pro- 
vided in Section 754 is in effect. The method of adjust- 
ment where such election is in effect is set forth in 
Section 734(b). 

The adjustment provided for is an increase in basis 
to the extent gain is recognized to the distributee and 
to the extent the property’s basis in the partnership’s 
hands exceeds its basis in the distributee’s hands. 

In the situation under discussion, there is no prop- 
erty whose basis in the partnership’s hands exceeds its 
basis in the distributee’s hands—since only cash was 
distributed. The situation would call for an upward 
adjustment of partnership asset basis since a $20 gain 
was recognized by Nim. 

The method of allocation of the increase is the same 
as that discussed in connection with the sale of an 
interest and set out in Table III. The result of the 
allocation will be to eliminate Nim’s proportionate 
share of the asset appreciation, that is: the inventory 
will have a basis of $93.33; the depreciable property a 
basis of $106.67; and the securities a hasis of $90. Thus, 
a later sale of these assets will find Bardoff and Pistol 
taxed on only their own shares of the asset apprecia- 
tion and not the appreciation which occurred while 
Nim was in the firm and for which Bardoff and Pistol 
paid when they bought Nim’s interest and upon which 
Nim paid taxes. 


Withdrawal when property and cash distributed 


Now let us assume that Nim, on withdrawal, re- 


ceived property in kind. The partners agree that of the 
assets set out in Table I, Nim is to receive the inventory 
(basis $90, value $100) and $40 cash. Under Section 
731 no gain is recognized to Nim on the distribution. 
Under Section 732(b) Nim’s basis for the inventory is 
equal to his partnership interest basis, $120 less cash 
received $40 or $80. Since the partnership basis for the 
inventory ($90) is $10 greater than the basis in the 
hands of the distributee ($80) the election would pro- 
duce a $10 upward adjustment to the basis of the part- 
nership assets. 

From the statutory language it is difficult to grasp 
the theory of this “optional basis adjustment” upon 
withdrawal of a partner. Where only cash is dis- 
tributed, adjustment to the extent of recognized gain 
or loss is not an unfamiliar concept in tax law. But an 
adjustment by the amount of the excess of basis to the 
partnership over its basis in the hands of the partner 
sounds strange. 

It can be expressed in the usual case as an increase 
to reflect the payment cost (to the surviving partners ) 
of the withdrawing partner's interest in the unwith- 
drawn partnership assets. The amount of the adjust- 
ment may be expressed by the following formula: 


WITHDRAWING PARTNER'S INTEREST IN UNWITHDRAWN ASSETS 
Payment to (cost to) surviving partners for these assets 
less: Basis to old partnership of these assets 
Equals: Net additional cost of unwithdrawn assets 

less: gain realized but not recognized 
Adjustment 
This formula is not the way the statute describes the 
adjustment. It is used here to make clear the theory 
underlying the adjustment and to show how the statute 
works out in the usual case. As noted below there are 
situations in which application of the statutory lan- 
guage produces a different result. 

In our example, Bardoff’s and Pistol’s payment cost 
for Nim’s interest is the value of their interest in with- 
drawn assets 


Basis Value 

*/s of the inventory $60.00 $66.67 
2/3 of $40 cash $26.66 $26.66 
$93.33 


The basis of unwithdrawn assets attributable to 
Nim’s interest were the following: 


Basis Value 
*/, depreciable property $33.33 $40.00 
*/s securities 26.67 36.66 
1/, $50 remaining cash 16.67 16.67 
$ 76. 67 $93.33 


Thus Bardoff and Pistol have paid $93.33 value for 
$76.67 of basis ( value—$93.33 ), an excess of value over 
basis of $16.67. However, $6.67 of that value consti- 
tuted Bardoff and Pistol’s share (2/3) of the unrealized 
appreciation in the inventory—the use of which to buy 
out Nim did not result in recognition of gain to them. 
Consequently, it may not be considered an element of 
cost in determining their cost basis for Nim’s interest 
in the undistributed assets. Reducing the $16.67 of 
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excess of value over the amount of basis attributable 
to Nim’s interest by the $6.67 “unrecognized gain,” 
leaves an adjustment to basis to be made of $10. Fit- 
ting these figures into the formula above: 


WITHDRAWING PARTNER'S INTEREST IN Unwithdrawn Assets 
Payment by (cost to) surviving partners for 
these assets 








of inventory $66.67 
of $40 cash $26.66 $93.33 
Basis to old partnership of these assets 
, of depreciable property 33.33 
of securities 26.67 
of $50 unwithdrawn cash 16.67 $76.67 
Net additional cost of unwithdrawn assets $16.67 
less: Gain realized but not recognized $ 6.67 
Adjustment $10.00 


Adjustment on withdrawal of a partner's estate 

Expressed as an adjustment to be made with respect 
to the remaining partner's cost for the retiring partner's 
interest in the undistributed partnership assets, the 
optional adjustment does equity and reaches proper 
results. However, the statute does not use this formula 
and the results of the statute may be inequitable. As- 
sume the situation shown by these figures: 


Basis Value 
Inventory $ 90 $100 
Depreciable property 100 125 
Securities 80 125 
Cash 175 175 
$445 $525 


Assume Nim dies and the partnership buys out his 
interest by the distribution to his estate of the $175 
cash. The estate’s basis for its interest in the partner- 
ship is its date-of-death value—$175; there is no gain 
to the estate. Also, of course, there is no excess of basis 
for the cash in the hands of the partnership over its 
basis in the hands of the estate. Consequently, no ad- 
justment may be made under Section 734(b) by the 
partnership. If the statute had expressed the adjust- 
ment (as in the formula above) in terms of the excess 
of the value of the interest of the surviving partners 
in the property distributed (7/3; 175 = $116.67) 
over the basis of the undistributed assets attributable 
to the deceased partner (1/3 270) = $90, the proper 
result could be obtained—an adjustment of $26.67. 

If alternative methods were used to buy out Nim’s 
estate, the adjustment could, apparently, be obtained. 
Assume the partnership distributes the $175 to the 
surviving partners who then buy the decedent's interest 
in the partnership for that amount. The result would 
appear to be an elective adjustment to basis under 
743(b) on the purchase of an interest. 

This would be worked out as in the example above 
of Jones buying out Nim (Table IV). Upon paying 
$87.50 for a one-sixth interest from Nim’s estate, each 
has paid $87.50 for the one-half interest in assets with 
a basis of $148.33 (one third of a $445 total basis) or 
$74.17 each. The adjustment therefore would be 
$87.50 minus $74.17, or $13.33. 


Another way to achieve an adjustment would be for 


‘the partners to make payment out of their own funds 


to the deceased partner's estate of $87.50 each. The 
result would appear to be an elective adjustment to 
basis under Section 743(b) of $13.33 for each partner. 
This would be computed in the same way since it 
would be a purchase of an interest. The partnership 
may, of course, then distribute the $87.50 each to the 
partners. 

If the transaction is a buy-out by the partnership, 
no adjustment takes place. If it is a buy-out by the 
other partners with partnership funds or with their 
own, an adjustment of $26.67 must be made. That such 
disparate results should depend on which way the 
transaction is shaped seems wrong. 

Care in choosing the form of the transaction may be 
decisive. Of course, the contention may be raised by 
the government that a buy-out by the surviving part- 
ners is in substance a buy-out of the partnership. 


Election to adjust basis on death of partner 

There may be a way out which produces the same 
result whether the buy-out is by the partners or by the 
partnership. This is the election to adjust asset basis 
upon the death of the partner. No further adjustment 
need be made upon the distribution to the deceased 
partner's estate. If in our example upon Nim’s death 
the partnership had elected under Section 743(b) to 
bring the partnership asset basis attributable to Nim’s 
interest into line with the value basis Nim’s estate had 
for its interest, no further adjustment would be needed 
upon the distribution to bring the asset basis into line 
with the cost of buying out the estate. However, the 
adjustment under Section 743(b) is to be “with respect 
to the transferee partner only,” i.e., Nim's estate. 
Whether the regulations will permit the adjustment to 
operate after the estate is bought out so that it will 
operate with respect to the surviving partners remains 
to be seen. 

The provisions for optional adjustments to basis are 
effective with respect to taxable years beginning after 
December 31, 1954. Because the provisions respecting 
“collapsible” partnerships are effective as of March 9, 
1954, there can be trouble over the interim period. 
This is discussed below. 


THE “COLLAPSIBLE” PARTNERSHIP 


a 751 dealing with “unrealized receivables 
and inventory items” constitutes a reform long 
overdue. Since the introduction of Section 117(m) into 
the 1939 Code, the partnership had become more and 
more popular as a device for converting ordinary in- 
come into capital gain. 

Let us take a very simple example. Nim, Bardoff and 
Pistol are each in the cattle business. They form N.B.P. 
& Co., the assets of which consist solely of zero-basis 
cattle with a value of $300. They sell their partnership 
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interests to Smith, Jones and Robinson for $100 each. 
Under the 1939 Code, Nim, Bardoff and Pistol each 
would have a $100 capital gain. Smith, Jones and 
Robinson: then dissolve N.B.P. & Co. Since each of 
Smith, Jones and Robinson had a $100 basis for his 
interest in N.B.P. & Co., each would take his share of 
the cattle of N.B.P. & Co. at a basis of $100, i.e., value 
at the time of the purchase. 

Section 751 is aimed not only at this type of transac- 
tion motivated purely by a desire to avoid the tax, but 
also is aimed at the going partnership business. 

Let us assume Nim, Bardoff and Pistol have been in 
the cattle feeding business on the cash basis for years 
as N.B.P. Co. The assets of the partnership consist of 
the following: 


Basis Value 

Cattle $ O $900 
Ranch 900 900 
Cash 900 900 
$1800 $2700 


Each of the partners has a $600 basis for his interest. 

Assume Nim, Bardoff and Pistol wish to dispose of 
the partnership business. Some of the possible methods 
are: 

1. Sale of partnership interests. 

2. Sale of assets by the partnership followed by 
dissolution. 

3. Dissolution of the partnership followed by sale of 
assets by the partners. 

4. Distribution of cattle as a non-liquidating distri- 
bution to the partners, followed by sale of the cattle 
by them, and sale of the ranch by the partnership. 

5. Distribution of the cattle in liquidation of one 
partner's interest, followed by sale of the cattle by him 
and sale of the ranch by the partnership. 

6. Dissolution of the partnership by distributing 
cattle to one partner (Nim), the ranch to another 
( Bardoff ), and cash to the third (Pistol). 

The results are not identical in all situations although 
all these methods will result in $900 ordinary gain be- 
ing recognized. In other words, although the drafts- 
men of the Code were content to permit different 
amounts of ordinary gain to result depending on the 
method of disposition of a partnership business which 
has no unrealized receivables or whose inventory items 
contain no substantial appreciation, they, it is believed, 
intended to require the same results whatever the 
method of disposition where inventory appreciation is 
substantial or unrealized receivables exist. 


Sale of partnership interests 

If the partners sell their partnership interests, they 
will each realize $300 ordinary gain. This is because 
of the operation of Section 751(a) which requires the 
amount received “attributable to inventory items . 
which have substantially appreciated in value” to be 
considered as an amount realized on sale of a non- 
capital asset. Substantial appreciation in value exists 


when the value of the inventory exceeds 120% of its 
basis and 10% of the value of all other partnership 
assets other than cash. Obviously to determine the 
amount of gain, an allocation of partnership interest 
basis to the various partnership assets is required. The 
Senate Committee Report intimates that the amount 
of basis to be allocated to the inventory will not ex- 
ceed the partnership’s basis therefor. Consequently, 
no part of the partner’s $600 basis for their interests 
will be allocated to the inventory and the entire 
amount realized attributable to the inventory ($300) 
will be ordinary income. 


Dissolution, followed by sale of assets by partners 


Under the 1939 Code this method would have 
reduced the amount of ordinary gain because an allo- 
cation of the partnership interest basis to the various 
assets in accordance with value would have given a 
basis of $150 to the cattle distributed to each partner. 
Consequently, each partner would have realized $150 
ordinary gain and $150 capital gain on the subsequent 
sale of assets (assuming the cattle were non-capital 
assets in the partners’ hands). 

However, under the 1954 Code, Section 732(c) re- 
quires the partner to take the cattle received at the 
basis of the partnership—$0. Consequently, each part- 
ner would realize $300 ordinary gain if this method 
were followed. Section 735 specifically provides that 
disposition of inventory by the partners within 5 years 
of its distribution to them will result in the amount 
realized on the sale being an amount realized on sale 
of a non-capital asset. 


Distribution of cattle, sale of the ranch 


If the partnership distributes the cattle to the part- 
ners and sells the ranch, each partner will recognize 
$300 ordinary gain on the sale of the cattle since Sec- 
tion 732(a)(1) would require the partners to take the 
cattle at its basis in the hands of the partnership—$0. 
Under the old law, each partner would have had a 
basis of $200 for the cattle distributed to him. On sale 
of the ranch, there would be no gain or loss to the 
partnership, of course. 


Distribution of cattle to one partner selling the ranch 


Under the old law, if the cattle were distributed to 
Nim, he would have taken them at a basis of $600—his 
partnership interest basis—and only $300 ordinary gain 
would have been realized on its sale. Bardoff and Pistol 
would have realized no gain with respect to the cattle 
but on dissolution of the partnership after its sale of 
the ranch, Bardoff and Pistol would each have recog- 
nized $300 capital gain. 

Under Section 751(b), however, the partnership 
(as constituted after the distribution) will recognize 
$600 ordinary gain on the distribution. This is because 
Section 751(b) treats the distribution to Nim of the 
cattle as a sale or exchange between Nim and the part- 
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nership of Bardoff and Pistol. Nim exchanges his one- 
third interest in the cash ($300 value, basis to him 
$300) and his one-third interest in the ranch ($300 
value, basis to him $300) for Bardoff and Pistol’s two- 
thirds undivided interest in the cattle (value $600, 
basis to it—-$0). This ordinary gain of $600 is recog- 
nized to the firm of Bardoff and Pistol. And Nim will 
take the inventory at a basis of $600 and recognize 
$300 gain on sale of the inventory. 

Upon sale of the ranch for $900 by the partnership 
there is no gain or loss. Upon dissolution of the part- 
nership and the distribution of $900 each to Bardoft 
and Pistol, they will have no further gain because their 
bases for their partnership interests will have been in- 
creased by their distributive shares of partnership 
ordinary gain recognized when the cattle was dis- 
tributed to Nim. 

Since Nim paid $600 value (basis to him $600) for 
$600 value, he has had no gain on the exchange. 

In all of the methods discussed thus far, the ultimate 
results will be the same—$300 ordinary income to each 
partner. 

Cattle to Nim, ranch to Bardoff, cash to Pistol 

[f this transaction is treated as one subject to Section 
751(b), the same results would probably be produced 
as under the preceding method—and as under the other 
methods. The only question would be as to the basis 
of the ranch in the hands of Bardoff. Would it be $600, 
Bardoff’s partnership interest basis, or $900—that in- 
terest basis increased by the 
on the exchange so that no further gain would be 
recognized on the sale of the ranch? But it is difficult 
to determine whether it will be governed by Section 
by the distribution sections, Sections 731 
through 735. The doubt is created by the language of 
Section 751(b) which talks in terms of treating a non- 


gain recognized to Nim 


751(b) or 


pro rata distribution as “a sale or exchange . . . be- 
tween the distributee and the partnership (as consti- 
tuted after the distribution ).” It therefore seems to 
presuppose the continuation of the partnership after 
the distribution and does not seem to contemplate dis- 
tributions in dissolution. Further, it does not treat the 
transaction as a sale or exchange between the partners 
of their undivided interests, but as a sale or exchange 
between the distributee and the partnership. 

If this transaction is governed by the distribution 
sections and not by Section 751(b), the results are: 

Nim, who received the cattle, takes a basis of $0, the 
partnership basis therefor under Section 732(c). He 
recognizes a capital loss of $600 on the dissolution 
under Section 731(a)(2) (i.e., the excess of his part- 
nership interest basis $600 over his basis for the cattle 
$0) and on sale of the cattle will recognize $900 ordi- 
nary gain—to account for his net gain of $300. 

Bardoff, who received the ranch, will recognize no 
gain or loss on the dissolution and take the ranch at a 


basis of $600 (his partnership interest basis) under 


Section 732(b). On sale of the ranch he will recognize 
$300 capital gain. 

Pistol, who received $900 cash, will recognize $300 
capital gain on the dissolution (Section 731(a)(1) ) 

Thus, if this situation is governed by the distribution 
sections, opportunity for manipulation exists. The dis- 
tribution will depend on the tax bracket of the part- 
ners, the existence or non-existence of capital loss 
carry-overs, and the existence or non-existence of other 
capital gains. 

The Regulations should make it clear that the inten- 
tion is to cover all non-pro rata distributions by Section 
751(b) including distributions in dissolution. 


Problems due to different effective dates 


In considering the consequences of a sale of an in- 
terest in a partnership whose assets include “ 
receivables” or “substantially” appreciated inventory 
it was noted that difficulty may be caused by the effec- 
tive dates of Section 751(a) and of Section 743(b) 
(optional basis adjustment on transfer of interest). 

Section 751 is applicable to sales of interests after 
March 9, 1954. 

Section 743(b) is effective only with respect to tax- 
able years beginning after December 31, 1954. 

Let us assume that on March 15, 1954, N.B.P. Co. 
has assets as in the previous examples. 

Let us assume that Nim died on that date—March 
15, 1954. Let us assume the death of a partner, under 
the partnership agreement, does not affect the con- 
tinuation of the partnership and that the partnership 
interest is freely alienable. Nim’s personal representa- 
tive sells the partnership interest to Jones for $1,000 
on September 16, 1954, assets being the same as above, 
except that the cattle are now worth $1,200. 

Although Nim’s estate has a basis of $900 (value at 
date of death) for its partnership interest, Section 
751(a) may require the estate to recognize $400 (1/s 
of profit from sale of cattle) ordinary income on the 
sale on which only $1,000 was realize d. A $300 capital 
loss would have to be allowed to the estate in that 
situation so it will not be taxed on more than its net 
gain. 

Suppose, now, Jones sells on the same day the inter- 
est acquired for $1,000—the amount he paid. Section 
751(a) might require recognition of $400 ordinary 
gain to Jones who had no economic gain at all. If so, 
he must be permitted a $400 capital loss. 

The problem lies in the drafting of Section 751(a). 
This section merely says, “The amount of any money or 
the fair market value of any property received by a 
transferor partner in exchange for all or a part of his 
interest in the partnership attributable to . . . inven- 
tory items of the partnership which have appreciated 
substantially in value, shall be considered as an amount 
realized from the sale or exchange of property other 
than a capital asset. ’ Although it is simple to 
determine “the amount realized,” it is difficult to de- 


unrealized 
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termine the amount of the ordinary gain. For that pur- 
pose a portion of the transferor partner’s basis for his 
interest must be deducted from the “amount realized.” 
How does one determine that allocable portion of part- 
nership interest basis? The statute is silent. The com- 
mittee report says, “The amount of basis to be so allo- 
cated shall ordinarily be his pro rata share of the 
partnership basis for such property with appropriate 
adjustments for any special transferee basis with re- 
spect to him under Section 743(b).” 
Thus the report envisages “ordinarily” 
from the amount realized of the transferor partners’ 


a deduction 


pro rata share of the partnership basis for the inven- 
tory. It also allows for special adjustments theretofore 
made with respect to the transferor. But in our situa- 
tion there have been no special basis adjustment under 
Section 743(b) because that section is not yet effective. 
Furthermore, what would happen when the paztner- 
ship has declined the election to make special basis 
adjustment after the effective date of Section 743(b)? 

Will the regulations permit the adjustment to be 
made in effect, upon the transferee’s sale of his interest, 
even though the partnership had declined the election, 
by allowing him to allocate to the inventory a basis 
equal to value at the time he acquired his interest? 
This is the effect of Section 732(d) which allows a 
transferee to take inventory items, received in dissolu- 
tion, at an allocable share of his partnership interest 
basis (rather than the partnership's basis for the in- 
ventory) when the election to adjust asset basis had 
not been made by the partnership. 

Much depends on whether the intent of Section 
751(a) was to treat the partner who sells his interest 
in an inventory appreciation partnership as he would 
have been treated if the partnership had sold all its 
assets and distributed to him an amount of money 
equal to the amount realized on the sale. If a sale and 
dissolution had occurred in a partnership which had 
declined to make the elective asset basis adjustment, 
the ordinary income-capital loss treatment of the trans- 
feree would follow. To accord ordinary income-capital 
loss treatment of the transferee who sells his interest 
in such a partnership is the clear intent of Section 
X760 of the American Law Institute Draft—generally 
believed to be the prototype of Section 751(a). Al- 
though such treatment may be justified where the asset 
basis adjustment election has been declined, it seems 
unreasonable to require it where the opportunity to 
make the election has not existed because the effective 
dates of Sections 743 and 751 do not coincide. 

In this example, if Sections 743(b) and 754 were in 
effect as of March 15, 1954, the partnership might have 
elected to adjust to value the basis of the partnership 
assets attributable to Nim’s interest. The estate’s sale 
of its interest to Jones would then result in only $100 
gain. Upon Jones’ purchase, the basis of the assets 
would automatically be adjusted—the election being 
in effect—his later sale results in no gain or loss. 


Some relief should be afforded by the Regulations 
(or by a change in the law) from the harsh results 
Section 751 could have produced before Section 743(b) 
became effective. 

Section 751(b) governs non-pro-rata distributions to 
a partner. Assume value of $300 each, and basis (for 
each) of: cattle, $0; hogs, $0; ranch, $90; cash $300. 
Nim, Bardoff and Pistol each has a $130 basis for his 
interest in the partnership. Nim wants to retire. The 
partnership distributes to Nim the cattle and $100. 
Under Section 751(b), Nim recognizes on the distri- 
bution ordinary gain of $100 (his share of the appre- 
ciation in the hogs ) and $70 of capital gain (his share 
of the appreciation in the ranch). The partnership 
recognizes $200 ordinary gain (appreciation in the 
cattle $300 less Nim’s interest therein—$100). 

The question is what are the respective bases of 
Nim for the cattle and the partnership for the hogs 
and the ranch? There is no specific provision in the 
partnership sections which will supply the answer. 
The correct answers would appear to be that Nim has 
a $200 basis for the cattle that he received and the 
partnership has a $100 basis for the hogs, and $160 
basis for the ranch. 

Nim’s cost for the cattle is $200. He gave up $100, 
his interest in the hogs and $100, his interest in the 
ranch for the undivided interest of Bardoff and Pistol 
in the cattle. His own one-third undivided interest still 
has a $0 basis. Presumably the regulations will state 
that the distributee partner will have a cost basis for 
the aggregate property received and will set forth the 
method of allocating that basis to the specific property. 
Presumably the allocation method will be similar to 
that prescribed in connection with optional basis ad- 
justments, i.e., in a manner reducing the difference 
between basis and value or, in other words, in accord- 
ance with relative appreciation. The partnership paid 
$200 (its interest in the cattle) for Nim’s interest in 
the hogs ($100) and Nim’s interest in the ranch 
($100), Nim’s aggregate basis for those interests was 
$30. An increase in the basis of the hogs by the amount 
of ordinary gain recognized to Nim and an increase in 
the basis of the ranch by the amount of capital gain 
recognized to Nim seems appropriate. Such an in- 
crease would produce the respective bases indicated. 

These are basically the rules for allocation of the 
adjustment of bases provided by Section 755 with re- 
spect to optional adjustments provided for in Section 
734(b) and Section 743(b). It would seem appropriate 
for the regulations to adapt them to distributions con- 
sidered sales or exchanges under Section 751(b). 

The partnership provisions of the new Code, as can 
be seen from the above brief discussion, are compli- 

cated and leave many questions to be resolved by the 
regulations. : 
(Mr. Phillips is associate professor of law at The University of Nebraska. 
He is associated with the Omaha law firm of Young, Holm & Miller. 


This article is based substantially on data used by him in an article in 
the Nebraska Law Review.] 
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ANAGEMENT OF THE 


ofessional 


tax practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





CPAs praise Griswold’s tax-practice ideas, 


but see difficulties in some areas 


FROM CORRESPONDENCE re- 

ceived, and from discussion in legal 
and accounting circles, the appeal made 
by Dean Erwin N. Griswold of Harvard 
Law School to stop lawyer-CPA tax con- 
troversy is attracting more attention as 
a real keystone of compromise than any- 
thing in recent years. This journal in- 
vited representatives of the American 
Bar Association and the American In- 
stitute of Accountants to comment on 
Dean Griswold’s proposals, which were 
published here in March (2 JTAX 130), 
and which have now also been re- 
printed in The Journal of Accountancy 
for April. Both groups declined, how- 
ever, in the face of a projected high- 
level conference scheduled for late in 


J UDGING 
a 


March, fearing official expressions might 
predjudice the discussion. 

Most correspondence received by us 
the difficulties the CPAs 
would have in practicing if they pur- 
sued the Griswold line unchanged. 


touches on 


General agreement 

“I like Dean Griswold’s general ap- 
proach to the problem existing between 
lawyers and accountants in tax prac- 
tice,” writes Carl M. Esenoff, CPA, of 
San Diego, and editor of the accounting 
section of THE JOURNAL OF TAXATION. 
“That is, in so far as he calls for an end 
to quarreling between us, ‘or the in- 
creased use of the National ‘Conference 
and for the consideration of the public 
interest. 

“However, I am disturbed by his 
idea that the AIA should speak only for 
CPAs. This could give the appearance 
of collusion on the one hand; that is 
that the two professions are joining to 
force the public to use the services of 
two persons. On the other hand, such 
action could force the AIA to admit or 
at least tacitly accept the premise that 
certain acts are the improper practice 


of law, a result which might be used 
against CPAs. 

“I am also sorry Dean Griswold chose 
to use the example of the “squatter” 
since it indicates the point of view that 
what accountants have been doing in 
the tax field is the practice of law. This 
is further borne out by his analysis of 
the Agran case where he places his em- 
phasis on the fact Agran testified that 
he spent time in the law library and 
that he reviewed over one hundred 
cases. It is quite evident that from a 
lawyer's viewpoint this is the practice 
of law. 

“But what is the accountant’s prob- 
lem? A bank requires a certified state- 
ment; this requires a determination of 
all liabilities and assets; among the lia- 
bilities is the tax liability and among 
the assets is a tax refund based on a 
net operating loss carryback. There 
never has been a question that under 
these circumstances making the deter- 
mination is fully within the rights, even 
responsibilities, of the accountant. Fur- 
thermore, the preparation of the tax re- 
turn based on these figures seems to 
raise no question. Then why should the 
support of the accountants determina- 
tion be improper so long as it is before 
the administrative level of the govern- 
ment and is not yet in litigation? 

“One of the problems presented by 
the joint Statement of Principles is just 
when must a lawyer suggest the use of 
an accountant and when must an ac- 
countant suggest the use of a lawyer? 
Up to the time the matter goes to court, 
it would seem to rest with the individ- 
ual practitioner as to when he feels it 
advisable to call in the other party. 
But then, what happens if his advice 
is not taken? 

“Perhaps the consideration of public 
interest may well lead lawyers to re- 
evaluate the need to “protect” the pub- 
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lic from improper advice. The corner- 
stone of any regulated activity is public 
good: health or safety. Not all states 
regulate public accounting and those 
that do, do so on the grounds of third 
party interest. Without considering all 
the activities of lawyers and account- 
ants but looking only to tax practice, 
where is the public interest? The gov- 
ernment can protect itself through its 
rules. The individual taxpayer would 
seem to be best served if he is entirely 
free to choose his own advisor. 

“As to Section 102(f) of Circular 
230, it seems to me the crux is the 
exact meaning of what constitutes the 
practice of law. If what Agran did is 
construed to be prohibited, then such 
limitation is not acceptable to account- 
ants and must be changed by legisla- 
tion if necessary. 

“As to my ideas for present action? 
(1) I would go along with Dean Gris- 
wold as to calling off the dogs—even 
to the extent of getting the interested 
parties in the Agran matter to hold fur- 
ther action on that case. (2) I do not 
see how we can separate CPAs and 
other accountants, how we can say 
something done in a small community 
is not the practice of law but if done in 
a large community is. The solution 
must be an over-all solution. (3) The 
National Conference would appear to 
be a satisfactory place to iron out dif- 
ferences if the members will enter the 
discussion with a willingness to work 
out the problem based on ideas pre- 
sented by Dean Griswold. (4) The 
public interest being paramount, let 
us give it careful consideration in de- 
fining the areas of practice.” 


Both should seek public interest 

“What best serves the public interest 
should be the only issue in the current 
dispute,” writes Jerome C. Bachrach, 
CPA, of Bachrach, Sanderbeck & Com- 
pany, Pittsburgh, in the Journal of the 
American Bar Association. “Instead, the 
controversy to date has largely been 
couched in terms of defining “unauthor- 
ized practice of law,” a really irrelevant 
question. 

“The American Bar Association ap- 
parently recognizes the right of cer- 
tified public accountants to practice 
before the Treasury and the Tax Court 
except to the extent that the particular 
services involved constitute “the prac- 
tice of law.” The Bar further maintains 
that it is for state courts to define this 
term. 


“Accountants, on the other hand, 
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believe themselves entitled to deter- 
mine and settle any and all questions 
of federal tax liability which may be 
presented to them. For this privilege, 
which they appear to have been exer- 
cising almost unquestioned during the 
past forty years, they now seek ex- 
plicit confirmation. They assert that 
“tax practice” does not involve “prac- 
ticing law.” 


Old question of definitions 

“Hence, the quarrel is in defining 
what particular determinations and 
settlements of federal tax problems con- 
stitute “the practice of law” which 
should be reserved solely to lawyers. If 
the two professions continue approach- 
ing this question as one of definition 
they have a long and difficult road 
ahead. 

“A better approach would be to de- 
cide whether engaging in certain tax 
activities by accountants is inherently 
in the public interest. If it is, the right 
of accountants to do these things should 
be conceded and the concept of “un- 
authorized practice of law” revised ac- 
cordingly. If it is not, the accountants 
should forthwith be restrained. 

“Whether it is in the public interest 
for a certain group to resolve the tax 
problems presented to it appears to 
depend both upon the ethics and upon 
the technical competence of the partic- 
ular group. It probably cannot be dem- 
onstrated that lawyers as a group are 
more honorable and ethical than ac- 
countants as a group. If this is so, the 
issue must turn solely upon competence. 
The question may therefore be restated 
thus: Who is more competent to handle 
the average tax problem; the average 
lawyer or the average certified public 
accountant? 


Professional examination 

“In Pennsylvania, at least, a candi- 
date for admission to the Bar is not re- 
quired to demonstrate any knowledge 
whatever of federal tax principles or 
procedures. Applicants for the CPA de- 
gree, on the other hand, are specifically 
tested for their knowledge of these sub- 
jects. The solution of tax problems 
largely involves working with figures 
and making analyses of books, accounts, 
and financial statements, all the usual 
work of accountants. Do these facts 
support the proposition that tax prac- 
tice is primarily a province for lawyers? 

“It is true that state laws of partner- 
ships, trusts, gifts, etc., are interwoven 
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with. federal tax law, but experience 
shows that a knowledge, however thor- 
ough, of these principles alone may be 
a hindrance rather than a help in federal 
tax practice. The reports are full of tax- 
payers who relied to their sorrow upon 
common law concepts of partnerships, 
trusts or gifts as a guide in determining 
their federal tax liabilities. In fact, it 
is yet to be demonstrated that on the 
whole a taxpayer is better served in 
tax problems by a lawyer not acquainted 
with tax matters than by a certified 
public accountant unversed in general 
law. 


Is taxpayer incompetent? 


“In addition to a predetermined con- 
cept of “unauthorized practice,” the 
current controversy presupposes another 
basic premise of the bar association, 
the validity of which should also be ex- 
plored. This is the necessarily implied 
assumption that the average client is 
not competent to make his own deci- 
sion as to his tax adviser and hence 
should be restrained from a free choice. 
Concededly, such a restraint is not nec- 
essarily improper or undemocratic. Most 
would agree that the uninformed and 
uneducated should be deprived of the 
opportunity of jeopardizing their health 
or the security of their beneficiaries. It 
is this group who might otherwise rely 
on a department store for their glasses 
and dentistry or on an insurance agent 
or justice of the peace to prepare their 
wills. But can these precedents of the 
past be applied to the tax controversy 
of today? 

“State courts have held, and prob- 
ably most lawyers would agree, that 
CPAs may rightfully prepare simple 
tax returns and resolve uncomplicated 
tax questions. This scope of action ap- 
pears broad enough to fill the needs of 
the vast majority of taxpayers, certainly 
those in the lower brackets. Hence it is 
not a question of protecting the unin- 
structed or unsophisticated from non- 
members of the Bar. It is rather corpo- 
rations, trusts, and wealthier individuals 
who are to be restrained from their ap- 
parent desire to use CPAs to determine 
and settle their tax liabilities. Why 
should these presumably educated and 
informed upper-bracket taxpayers, who 
have the intricate returns and the com- 
plicated problems, be prevented from 
retaining the tax practitioners of their 
choice? 

“A more realistic project for the Bar 
would ,be to develop more competent 


tax specialists in its own ranks and then 
permit them to hold themselves out to 
the public as such. Tax work is just as 
much a specialty as patents, copyrights 
or admiralty. If this were generally 
recognized by the Bar, a taxpayer could 
choose among lawyers with assurance 
that the selected practitioner would 
recognize a major tax problem when it 
appeared. That this, unfortunately, is 
too often not now the case, has been 
amply demonstrated by the general de- 
cision of the business community to 
use CPAs in the tax field. 

“When the Bar begins providing the 
American public with a better brand of 
tax service than is now offered by ac- 
countants, legislative or court action to 
compel people with tax problems to 
turn to lawyers will not be necessary. 
In the long run the public can be trusted 
to determine its own best interest!” 


A lawyer criticizes lawyers 


Kalman A. Goldring, an attorney, 
also of Pittsburgh, writes us in a vein 
somewhat critical of his fellow-lawyers. 
He says: 

“It seems to me that the lawyers are 
guilty of a series of defaults in their 
public duty: 

“They have acted as the throwers 
of snowballs made by accountants, as 
‘mouthpieces’ in other words, instead of 
using their own knowledge and accept- 
ing their own responsibilities. 

“They have adhered strictly to the 
idea that any lawyer is equally qualified 
on any branch of the law. I know that I 
must spend 20 solid study-hours a week 
trying to keep abreast of the dynamic 
changing concepts in taxation but we, 
who do such study, are [according to 
the Bar’s present rules] no better quali- 
fied than the lawyer who reads up on a 
tax problem after he is retained. 

“They have become attorneys rather 
than counsellors at law. The lawyers 
have become representatives of their 
clients only after an issue has arisen 
instead of counselling their clients so 
that an issue should not arise. The 
client’s accountant has become the 
client’s counsellor and has replaced the 
lawyer as the client’s chief advisor. 

“These are matters which have been 
recognized by better accounting firms 
everywhere and that is why, since long 
before the Bercu case and the present 
controversy, such firms have had quali- 
fied attorneys as members of their staffs 
to supply such counsel. 
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“I do not see how the National Con- 
ference or any other agency of attorneys, 
accountants, or both can find a solution 
to the present controversy unless and 
until the individual members of the 
organized bar will assume the cloak of 
responsibility so long laid down and 
become again his client’s counsel in- 
stead of merely his fighting arm.” 


AIA comments 


In an editorial accompanying it, The 
Journal of Accountancy calls the Gris- 
wold proposal a “landmark in the dis- 
of relations between account- 
ants and lawyers in tax practice. .. . In 


cussion 


our opinion, it moves the argument a 
long step forward toward an acceptable 
.” However, “. . . one can 
agree with [his] conclusions without 
agreeing entirely with the reasoning 
which leads to them, or the means by 
which they might be implemented. . . .” 

One of Dean Griswold’s main points 


solution. 


was the accountant’s inclination to get 
overly excited about isolated lower court 
decisions. The editorial, says speaking 
ot Agran: 

“The principal reason is that the 
Agran decision put a novel construction 
on an obscure clause in the Treasury 
regulations—‘Provided, that nothing in 
the regulations in this part shall be 
construed as authorizing persons not 
members of the bar to practice law.’ 
This resulted in a decision directly con- 
trary to actual practice over a period of 
forty years. In effect, the court said that 
the Treasury regulation invited the state 
courts to limit, or even to nullify, the 
authority of nonlawyers to practice be- 
fore the Treasury Department, to the 
extent that state courts might believe 
that such practice constituted the ‘un- 
authorized practice of law.’ The Cali- 
fornia court proceeded to decide that 
Agran, though a CPA enrolled to prac- 
tice before the Treasury Department, 
had engaged in the unauthorized prac- 
California because he 
interpreted and applied provisions of 
the internal Revenue Code and related 
regulations and decisions. How anyone 
could settle a tax case with a revenue 


tice of law in 


agent without doing this is not ex- 
plained. 

“The fact that bar association spokes- 
men have supported the reasoning of 
the Agran decision makes it all the more 
alarming. The fact that the Agran case 
is only the latest in a series of state 
court against accountants, 
evoked by local bar associations, sug- 


decisions 


gests that real danger confronts the 
accounting profession.” 

“Dean Griswold indicates that he re- 
gards the field of tax practice basically 
as a field of law, in which certified pub- 
lic accountants, because of their profes- 
sional qualifications, might be allowed 
to practice side by side with lawyers. 
This hypothesis disturbs many certified 
public accountants. It has not been 
established that tax practice is a field 
of law. Dean Griswold himself points 
out early in his address that it is a field 
in which accounting and law overlap, 
with no clear line between them. Certi- 
fied public accountants find themselves 
in tax practice because their accounting 
practice naturally leads them there, just 
as lawyers find themselves in the same 
field because their normal legal practice 
leads them there. Why not leave it to 
the Federal Government, which has the 
responsibility for collecting the reve- 
nues, to determine who may represent 
taxpayers? 

“If the American Bar Association and 
the American Institute of Accountants 
could agree on language to be included 
in Treasury Department Circular 230, 
which would clarify the intent to leave 
tax practice just where it is and has been 
for the past forty years, it would be easy 
to end the quarrel between the two 
professions, which we lament as deeply 
as Dean Griswold does. 

Meanwhile, on behalf of the account- 
ing profession, we offer him sincere 
thanks for going out of his way to help 
solve a most distressing problem.” * 


TEDs magazine now 
published quarterly 


THe Tax Executive's Institute has 
this year commenced publication of 
its magazine The Tax Executive as a 
quarterly. Since its founding this organ 
had been a monthly. Now under the 
editorship of Chester Edelmann, CPA 
and treasurer of H. L. Green Co., a 
new editorial format and policy has been 
adopted. 

It is a pleasure to recommend some- 
one who does a good job in a field 
where one considers oneself to have 
some competence. This we do here, for 
it is our considered opinion that the 
issues of The Tax Executive we have 
seen under this new management dis- 
play a hard-boiled concern for techni- 
cal excellence and a very minimum of 


273 


the fluff that seems so easy to let creep 
into an association organ. For those 
with special interest in taxation from 
the point of view of the corporate 
management, we recommend Edelmann 
& Co. as very able helpers. It costs $6 
per year (four issues), and can be had 
from the Tax Executives’ Institute, 60 
East 42nd Street, New York 17. 


Professional tax practice * 


CPA’s ethics problem when 
erroneous return discovered 


THE COMMITTEE ON PROFESSIONAL 
ETHICS of the American Institute of Ac- 
countants has, during the past years, 
received a number of inquiries as to 
the proper course of action on the part 
of an accountant when he discovers that 
a tax return, formerly prepared by him 
from information furnished by a client, 
is erroneous. The question raised 
usually is as to whether or not the ac- 
countant is under an obligation to re- 
port this fact to the Internal Revenue 
Service. 

The committee has issued a number 
of rulings, points out S. W. Eskew, 
recently chairman of AIA’s committee 
on professional ethics, to the effect that 
a public accountant is not permitted to 
disclose this sort of information to any- 
body other than to his client. The com- 
mittee has recommended in cases of 
this kind that the accountant notify the 
client of the error and advise that cor- 
rection be made. The committee has 
advised that, unless the client is willing 
to make correction, the accountant 
should withdraw from the case and 
notify the client in writing that he is 
withdrawing and setting forth his rea- 
sons for taking this action. 

Another question which has been pre- 
sented to the committee for advice con- 
cerns privileged communication. Several 
states now have in their accountancy 
laws a provision that there is privileged 
communication on the part of certified 
public accountants. However, for all 
practical purposes, these provisions are 
no protection to the client or to the 
accountant with reference to federal 
income tax matters. The federal courts 
have held that, under the common 
law, there is no such thing as privileged 
communication applying to certified 
public accountants. The committee, 
however, has recommended that no 
certified public accountant voluntarily 
testify in any case, but insist upon being 
directed to testify by the court. * 
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Sections 452 & 462 repeal planned over 


vehement protests of technical tax men 


apples LOSSES FROM SECTION 462 
-£ would run about $400 million in 
the year of transition, according to a 
survey now being made by the Ameri- 
can Institute of Accountants. This con- 
trasts with the $1 to $5 billion estimates 
which mentioned in 
gressional hearings on legislation to re- 


have been Con- 
peal the section. 

Because the AIA figure is taken from 
actual financial reports of a substantial 
cross-section of taxpaying corporations, 
it seems highly probable that it is 
realistic and significant, especially in 
contrast with the almost complete ab- 
sence of factual data to support expec- 
tations of larger losses. 

The AIA, tax chairman J. S. 
Seidman, are to be congratulated for 


and 


this public service in an area where the 
CPAs are clearly qualified to provide 
information. The state societies of CPAs, 
who assisted, also deserve credit. 


What the survey shows 

Mr. Seidman wrote to Senator Byrd, 
chairman of the Finance committee on 
April 8, as follows: 

“The Finance Committee presently 
has before it HR 4725 to repeal retro- 
actively Sections 452 and 462... . Re- 
peal has been urged because of huge 
anticipated revenue loss. Figures rang- 
ing from $1 billion to $5 billion have 
been Congress. But 
they were admittedly unsubstantiated 
guesses. We know that you would pre- 
fer to have a much firmer basis than 
that to deal with legislation of such seri- 
ousness and magnitude. 

“We have, therefore, made a survey 
dealing with the actual figures that cover 
about one-half of the corporate income 
and corporate tax of the country. The 
results of the survey may be sum- 
marized as follows: 


mentioned _ by 


Total corporate organ- 
izations surveyed 

Total net income (before 
federal tax ) 


13,668 
$19,263,460,000 


Total provision for taxes 8,391,365,000 
Tax provision without 

Section 462 8,593,135,000 
Difference in tax attrib- 

utable to Section 462 201,770,000 


“We have no reason to believe that 
the figures in respect to the other half 
of the corporate income and corporate 
tax would be any different from the 
half that we did survey. That leads to 
the conclusion that for all corporations 
the reduction in 1954 tax attributable 
to Section 462 would be $400 million. 
So far as the unincorporated enterprises 
are concerned, very few of them are 
eligible for Section 462. But, in our 
opinion, a generous allowance based 
on data in the Statistics of Income 
(compiled by the Internal Revenue 
Service) would be another $100 million. 
The total tax impact of Vection 462 on 
1954 returns for all taxpayers would, 
therefore, be approximately $500 mil- 
lion. 

“There are a few things about these 
figures that should be pointed out: 

1. The $200 million is the amount 
based on what the corporations thought 
they were entitled to claim as deduc- 
tible expense reserves. The proposed 
regulations limit the scope of the de- 
ductions considerably so that if, as we 
recommended to the Ways and Means 
Committee [see below], the law were 
modified to adopt the interpretation of 
the regulations, the $200 million would 
be cut down. This, in turn, would pro- 
portionately reduce the $500 million 
estimate. 

2. One of the most significant expense 
reserves in the $200 million figure is 
vacation pay. A substantial part of that 
amount will be deductible even without 
Section 462. The $200 million figure 
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—and hence the $500 million estimate— 
should therefore be reduced to that 
extent. We are making a supplemental 
survey right now to see whether we 
can provide you with reliable figures 
in that respect. 

3. The figures cover only Section 462. 
We do not believe that Section 452 can 
have any significant impact on the cur- 
rent revenues. We are now trying to 
gather data on this. 

4. We believe the figures represent 

a fair cross section. Of the 100 largest 
manufacturing companies in the nation 
(as listed by National Industrial Con- 
ference Board) the figures contain 51. 
The other companies are in all sized 
brackets, activities and geography. We 
have gone over the figures with Mr. 
Colin Stam, Chief of Staff of the Joint 
Committee on Internal Revenue Taxa- 
tion and some of his colleagues. 
5. .. . We analyzed the published 
1954 reports of approximately 600 com- 
panies. We also asked our membership 
and state CPA organizations all over 
the country to submit similar data on 
unpublished reports. In other words, 
these figures are all authenticated from 
company reports obtained either from 
their published figures or from their 
certified public accountants.” 


American Institute recommendations 

Several weeks ago the AIA testified 
before the Ways and Means Committee 
as to technical considerations involved 
in repeal. Mr. Seidman made the fol- 
lowing points at that time: 

Strong language has recently been 
used in reference to these questions, 
particularly as to the loss of revenue. 
Words like loophole, windfall, double 
deduction, and blooper, have been men- 
tioned. In our opinion, none of these is 
involved. No income escapes tax. No- 
body gets a deduction twice. The prob- 
lem as you will see, is really how best 
to get a deduction once. 

What is involved, and all that is in- 
volved is when items are reported, not 
whether they are reported. Because of 
the law’s mis-timing in the past, there 
will now be a bunching of deductions 
to make good in one year the delayed 
deductions from previous years, unless 
something is done about it. 


The accounting principle involved 


With respect to the accounting prin- 
ciple, up to 1954, if a businessman in 
a financial statement to his bank 
showed the same income as he had 
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sworn to in his income tax return, he 
could under certain circumstances well 
have landed in jail. Suppose, for ex- 
ample, he owned a piece of real estate, 
and December 31 collected five 
years rent in advance. In his tax re- 
turn, he had to report the entire col- 
lection as income for that year. If he 
told stockholders, creditors, or the SEC 
that any part of the money was income 
for that year, he could properly be ac- 
cused of speaking falsely. Obviously, 
the truth is that it is the next five years’ 
income and therefore to pe spaced over 
those five years. So much on the income 


side. 


on 


The expense problem 

The expense side of the transaction 
then created another discrepancy be- 
tween his financial statement and _ his 
income tax return. The costs of main- 
taining the building and providing the 
tenant with the services were deduct- 
ible only as incurred during the five- 
year period. That meant that our tax- 
payer not only inflated the income of 
one year by having to report advance 
collection of five years, but would also 
be reporting deductions in each of the 
five years for maintenance expenses 
with no offsetting income. This is a 
double-barreled distortion. 

The old income tax violated 
basic principles of sound accounting. 
The way the income tax rules worked 


rule 


out, as we have seen, income might be 
reportable in one year and the related 
expenses in other years. 


Previous efforts to change 

For many years we urged the Con- 
gress to eliminate this discrepancy and 
to adopt the accounting rules. On Janu- 
ary 29, 1953, at one of our appearances 
before the staff of the Joint Committee 
Taxation, Con- 
gressman Reed, its then Chairman, rec- 


on Internal Revenue 
ognized the pressing need for this in 
making the following statement to our 
group: 

“One of the most important contri- 
butions which could be made towards 
income tax simplification would be to 
require reporting for income tax pur- 
poses to conform to established busi- 
ness methods of reporting income. I 
hope in your tax revision studies you 
will furnish us with a statement dis- 
closing the instances where accounting 
for tax purposes does not conform to 
generally accepted sound accounting 
principles and methods.” j 


When the 1954 Revenue Revision 
Bill was reported out by the Ways and 
Means Committee, it was a source of 
real assurance to find that Section 452 
dealt with the problem illustrated by 
the five-year rent collected in advance, 
and Section 462 dealt with the expense 
reserve problem. The principle of 
matching costs with revenues was sub- 
stantially adopted by the bill. The com- 
mittee report at the very outset (page 
2), heralded the fact that “the bill con- 
tains many provisions which are im- 
portant to the growth and survival of 
small business. These include . rec- 
ognition of business practices for tax 
accounting purposes, .” The same 
statement was repeated on page 2 of 
the Senate Finance Committee’s report. 

The prepaid income section (452) 
of the House bill looked all right to us, 
with exception, and that was 
straightened out by the Senate Finance 
Committee. However, on the expense 


one 


reserve section (462), two things 
bothered us, and we so reported to the 
Senate Finance Committee. As our 


views were summarized in one para- 
graph, let me read it to you from page 
1313 of the Hearings: 

“The bill makes great strides in the 
direction of putting business account- 
ing and income tax acounting on the 
same wavelength .The transition 
will bring on some problems, both from 
a revenue standpoint, as well as the 
scope of reserves for estimated expenses. 
For that reason, there is included in our 
list of cau- 
tions and restraints during the gear- 
shifting period.” 

If for this one year the revenue re- 
ceived by the Treasury could stand it, 
there would be no problem. After all, 
changes have been made many times 
in the tax law that bunched income or 
deductions in the transitional year. 

For example, a taxpayer may have 
been on a system of charging off bad 
debts as they occur. Since 1921, Con- 
gress has given him the right, in the 
discretion of the Commissioner, to 
change over to a reserve system where 
bad debts are anticipated in the year of 
sale based on experience. In the year 
of change-over there would be first, a 
deduction for bad debts that developed 
during the year on sales made in pre- 
vious years, and second, the reserve for 
bad debts figured on the current year’s 
sales. We have all accepted and lived 
with that transitional adjustment be- 
cause the revenue effect has beer small. 


recommendations certain 
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However, with the broader area 
covered in Section 462, we recognized 
that the effect on 1954 was likely to be 
rather large, although we had no way— 
and still have no way—of knowing just 
how much would actually be involved. 
It was our judgment that the amount 
would run much higher than the $47 
million estimated at that time. There- 
fore we made the following recommen- 
dation (see page 1321 of the Senate 
Finance Committee Hearings) : 

“To avoid the impact on the revenues 
in the transitional year where there will 
be a deduction both for the actual ex- 
penses and the estimated expenses, and 
in order to avoid undue distortion of 
income, the addition to the reserve 
should be spread as a deduction over 
the transitional year and the two suc- 
ceeding years.” 

In other words, we proposed a three- 
year stretch-out of the reserve appli- 
cable to a 1954 sale. The idea of the 
three-year stretch-out for the bunching 
of deductions was the same as the 
three-year stretch-out the law allows 
when income is bunched. For example, 
the profit on cashing in of insurance 
policies can be stretched out over three 
years (Section 72 (e) (3)). The same 
is true of collection of back pay (Sec- 
tion 1303), or income that is telescoped 
in the change of accounting methods 
(Section 481 (b) (1)). 

Incidentally, Canada adopted the de- 
duction for expense reserves in 1953, 
and likewise took care of the transition 
by a three-year stretch-out. 

Our recommendation of a three-year 
stretch-out was not followed. That is 
understandable. With estimated 
revenue loss of only $47 million, there 
was clearly no need for a stretch-out. 
Unfortunately, this estimate has turned 
out to be far short. In the debate in the 
Senate on H.R. 4259 a figure of $1 
billion More _ recently, 
amounts even up to $5 billion have 
been mentioned. 


an 


was __ used. 


Ten-year stretch-out urged 

If there is any possibility of so great 
a loss of revenue, that is indeed a serious 
matter. Even spread over three years, 
the effect would be substantial. We 
therefore propose that the transitional 
period be stretched out for ten years. 
We believe that is the right way out of 
the present dilemma. 

There is ample precedent for long 
stretch-outs of this kind. A five-year 
stretch-out is provided for deduction of 
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organization expenses (Section 248), 
research and experimental expenses 
(Section 174), and income from inven- 
tions or artistic work (Section 1302). 

The ten-yéar stretch-out we now urge 
upon you has a pertinent counterpart 
in the law. When a company estab- 
lishes a pension trust for employees, 
the pension benefits are geared not only 
to future services but also to past serv- 
ices of the employees. The company 
therefore puts into the fund money 
that applies to those past services. The 
law does not allow this catching up 
with the past as an immediate deduc- 
tion in full. Instead, it provides for a 
ten-year stretch-out. 

In the transition to expense reserves, 
essentially the same catching up with 
the past is involved. Therefore a ten- 
year stretch-out is equally applicable. 
On a transitional 
revenue effect would not be serious in 


ten-year basis the 


any one year. 


Urge more control by Treasury 

that we were 
concerned about two things. One was 
just described. 
Now let me turn to another aspect of 


I mentioned to you 


the revenue situation 
this whole question—that of keeping 
expense reserves in proper bounds. Our 
recommendation on this point was as 
(page 1321 of the Senate 
Finance Committee hearings) : 


follows 


“Considering the departure that is 
involved from the previous rules, and 
pending the development of experience 
regarding the respective items, the ap- 
plication of the new rules as to the 
reasonable addition to reserve should 
be in the discretion of the Secretary or 
his delegate, just as has been the case 
heretofore with the addition to the re- 
serve for bad debts.” 

It was our position that the Secretary 
or his delegate should have the last 
word on the subject. We felt that while 
the law properly laid down many re- 
quirements and restrictions that must 
be hurdled before an expense reserve is 
deductible, the fertility of the human 
mind is such that excesses or abuses 
might creep in or controversy ensue. 
We felt that the discretion of the Sec- 
retary or his delegate could be counted 
on to balance the scales and keep the 
deductions within the intended area. 

We believe that this was the intent 
of the Senate Finance Committee. 
However, some have argued that be- 
cause of the way the law is worded, the 
discretion of the Secretary or his dele- 
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gate covers only the amount and not 
the character of items that can be de- 
ducted as expense reserves. We there- 
fore recommend inserting a phrase in 
the law that will make it crystal clear 
that the Secretary or his delegate has 
jurisdiction over items as well as 
amounts. 

Thus, the two things—revenue and 
scope—that are out of whack in the pro- 
vision as it now stands can be readily 
without scuttling the fine, 
necessary purposes served by the pro- 
vision. 

By making the changes that we rec- 
ommend, you will also avoid the many 
headaches and dislocations that go with 
retroactive repeal. 


adjusted 


There's nothing wrong with 462 


You may notice that my presentation 
has had to do primarily with expense 
reserves. I can’t see what possible basis 
there can be for pulling the rug from 
under Section 452 on prepaid income— 
the provision illustrated by the five- 
year rent collected in advance. It is not 
subject to the imperfections of the pro- 
vision about expense reserves. I have 
heard no comment about either large 
revenue amounts being involved or 
serious question of scope raised. Sec- 
tion 452 certainly should be preserved. 

Sections 452 and 462 allow income- 
tax accounting to come of age. We urge 
you not to turn back the clock to the 
crudities and distortions of the past. 


OTHER GROUPS TESTIFY 
Views similar to the AIA’s were pre- 
sented by several other tax men. Sum- 
maries of this testimony follow: 


Federal Tax Forum testimony 

Paul Seghers, New York attorney and 
CPA, spoke for the Federal Tax Forum, 
a group of tax practitioners. In general 
his views coincided with the AIA’s, 
though he advocated a_ three-year 
stretchout for the _ transitional-year 
amount. 

Mr. Seghers emphasizes that these 
provisions have to do only with deter- 
mining in which year certain taxable 
income is to be reported and certain 
allowable deductions are to be taken. 
They do not allow the double deduc- 
tion of any expense, nor do they allow 
the deduction of any item of expense, 
which would not be deductible without 
regard to these provisions. 

To satisfy the valid objections to cer- 
tain aspects of Section 462, and to 


lighten its impact upon the Treasury, 
he suggested that it be amended: 

1. To enumerate the specific ex- 
penses for which reserves may be de- 
ducted; 

2. To require, as a prerequisite for 
deduction, that all such reserves be 
recorded on the books and shown in 
the accounting statements of the tax- 
payer; and 

3. To allow, during the first three 
years the law is in effect, only one-third 
of the additions to such reserve to be 
deducted each year. 

Seghers said the first two amend- 
ments would correct all the faults found 
with Section 462 other than its im- 
mediate effect on the revenue. They 
would largely eliminate the grounds 
for litigation existing in the present 
provisions of Section 462, and, along 
with the approval of existing Regula- 
tions, would reduce uncertainty as to 
the effect of these provisions and facili- 
tate their administration. 

The first of these amendments also 
would greatly lessen the immediate re- 
duction in cash receipts resulting from 
Section 462. 


Many books are closed 


One substantial problem faced by 
many taxpayers as a result of repeal of 
these two sections is the need to re- 
open books already closed, to report to 
stockholders, SEC, and others a new 
figure of net income for the year, and 
to readjust many payments (vacation, 
pension and profit-sharing, etc.) based 
on income. Especial emphasis was put 
on the difficulty of retracing these ac- 
counting steps by Edward M. Fuller, 
secretary and treasurer of Greenwood 
Mill, Inc., speaking for the American 
Cotton Manufacturers Institute. 

An example of the difficulty was 
cited by Mr. Fuller (this is an actual 
case). 

One of the larger mill organizations 
has in the past established and deducted 
reserves for vacation pay. The Internal 
Revenue Service questioned the item. 
After the enactment of the Internal 
Revenue Code of 1954 in August of 
last year, the IRS persuaded this tax- 
payer to surrender its right to litigate 
the issue because, the IRS pointed out, 
“Section 462 has now taken care of it.” 
This case is a striking illustration of the 
inequitable result that repeal of Sec- 
tion 462 creates by changing the score 
and the rules after the game has been 
played. 





pa 
ad 
M 


to 
re] 


ad 


19 


an 
pr 
19 
inc 
ba 
co’ 


bil 


De 


ha 
Me 
of 

an 
sec 
tay 
Se 
cre 
rez 
46 
19 


sury, 
: 

ex- 
> de- 


= for 
s be 
nm in 
tax- 


three 
third 
o be 


1end- 
ound 

im- 
They 
yunds 
esent 
long 
gula- 
as to 


acili- 


also 
e Tre- 


from 


1 by 
val of 
O re- 
yrt to 
new 
and 
ition, 
yased 
s put 
e ac- 
uller, 
wood 


rican 


was 


ictual 


itions 
ucted 
‘ernal 
item. 
rernal 
ist of 
; tax- 
tigate 
1 out, 
yf it.” 
f the 
Sec- 
score 
been 








Some balm for outraged taxpayers in Ways 


& Means. recommendations on 452 and 462 


‘be APPROVING HR 4725 the House 
Ways & Means Committee at least 
indicated their awareness of, and sym- 
with, the view of professional 
tax men and taxpayers who had pleaded 
for retention of the hard-won conform- 
ance of the requirements of tax law 
to generally accepted accounting prac- 
The committee said: “In view 
of the testimony received from tax- 
payers by your committee and the 
recognized desirability of conforming 
tax accounting to business accounting, 
your committee has instructed the staff 
of the Treasury Department and the 
staff of the Joint Committee on Internal 
Taxation to make studies of 
these accounting problems in an effort 
and 
business accounting without transitional 
revenue loss. It has further requested 
each staff to report any suggested solu- 
tions to the committee as soon as fea- 


sible.” 


pathy 


tices. 


Revenue 


to provide conformance of tax 


What to do now 

The post-repeal position of the tax- 
payer is well stated by the amendment 
added to HR 4725 by the Ways & 
Means Committee, which provides that: 

1. no interest or penalty should attach 
to any underpayment of tax caused by 
repeal of the two sections, 

2. taxpayers could make payments of 
additional tax due by September 15, 
1955, and 

3. taxpayers could make payments of 
any additional sums due to bonus or 
profit-sharing plans by September 15, 
1955, if repeal increased the taxable 
income on which such payments were 
based. These provisions would, in effect, 
cover any contingent contractual lia- 
bility. 


Detailed procedures for taxpayer 

what the taxpayer would 
have to do, according to the Ways & 
Means Committee report, as a result 
of repeal of 452 and 462. HR 4725 as 
amended adds a new Section 4. Sub- 
section (a) of this section requires a 
taxpayer to file a statement on or before 
September 15, 1955, showing the in- 
crease in the tax required to be paid by 
reason of the repeal of sections 452 and 
462 of the Internal Revenue Code of 
1954, if the due date for the payment 


Here is 


of such increase or any installment 
thereof is before September 15, 1955. 
The due date for payments is to be 
determined without regard to any ex- 
tension of time granted for payment 
of the tax (including extensions arising 
by reason of the provisions of this 
Section 4). 

Where one installment is so payable 
before September 15, 1955, the full 
amount of the increase required to be 
paid for the taxable year shall be shown 
on the statement, even though the other 
installment is not due until on or after 
September 15, 1955. Where the tax- 
payer is required to file a statement, 
the increase in tax required to be paid 
by reason of the repeal of Sections 452 
and 462 shall be determined by recom- 
puting taxable income for the taxable 
year and any deductions or credits af- 
fected thereby. 

The provisions of Subsection (a) may 
be illustrated by the following example. 
Corporation X files its income-tax re- 
turn for the calendar year 1954 on 
March 15, 1955, and elected under 
Section 6152 of the Internal Revenue 
Code of 1954 to pay the unpaid amount 
of the tax shown thereon in two equal 
installments. Such installment pay- 
ments are due on March 15, 1955, and 
June 15, 1955, respectively. In deter- 
mining its tax liain‘lity for such year it 
elected to avail itself of the benefits of 
Sections 452 and 462. Since corpora- 
tion X’s tax liability for the year 1954 
is increased by reason of the enactment 
of the bill, and since the last date pre- 
scribed for paying its tax before Sep- 
tember 15, 1955, it is required to sub- 
mit a statement on or before September 
15, 1955, showing such increase in tax. 

Subsection (b) of the proposed Sec- 
tion 4 contains provisions relating to 
the form of the statement required by 
Subsection (a), and the effect of filing 
such statement. Paragraph (1) of Sub- 
section (b) provides that the state- 
ment shall be filed at the place fixed 
for filing the taxpayer’s tax return for 
the taxable year to which the statement 
relates. The statement shall contain the 
information and computations neces- 
sary or appropriate to show the in- 
crease in the tax required to be paid 
as a result of the repeal of Sections 
452 and 462, and shall be made on a 
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form prescribed by the Secretary or his 
delegate. 

Paragraph (2) of Subsection (b) 
provides that the amount of increase 
in tax attributable to the enactment of 
the bill, as shown by the taxpayer on 
the statement required by Subsection 
(a), shall be treated for all purposes of 
the internal revenue laws as though it 
were a tax shown by the taxpayer on 
his return. This provision insures that 
all provisions of law applicable to the 
assessment and collection of the tax 
shown on the return will apply with 
respect to the amount shown on such 
statement. One effect of this paragraph 
is to preclude the imposition of addi- 
tions to tax, with respect to such amount, 
under the pertinent provisions of chap- 
ter 68 of the Internal Revenue Code 
of 1954. Thus, the additions to the tax 
provided for in Section 6653 (relating 
to additions to the tax for negligence 
or fraud) will not apply to the amount 
shown on the statement. Neither this 
paragraph, nor any other provision of 
this section, affects any criminal penalty. 


How interest forgiveness works 

Paragraph (3) of Subsection (b) 
prescribes the conditions under which 
a period of time will be disregarded in 
computing interest with respect to the 
increase in tax. If the taxpayer files the 
statement in accordance with Subsec- 
tion (a) and pays in full that portion 
of the increase in tax shown thereon 
which is due before September 15, 
1955, then for the purpose of computing 
interest (other than interest on over- 
payments) such amount shall be treated 
as having been paid on the last day 
prescribed by law for making such pay- 
ment. The provisions of this paragraph 
may be illustrated by the following ex- 
amples: 

1. Corporation X’s return for the 
calendar year 1954 was filed on March 
15, 1955, and it paid the tax liability 
shown thereon in equal installments on 
March 15, 1955, and June 15, 1955. It 
filed a statement on September 15, 
1955, showing the increase in its tax 
liability by reason of the repeal of 
Sections 452 and 462 and paid at that 
time the increase in tax shown thereon. 
Since the taxpayer has complied with 
the provisions of paragraph (3), no 
interest will be imposed with respect 
to the amount of the payment. 

2. On July 15, 1955, Corporation Y 
filed its return for a fiscal year ending 
on April 30, 1955. It elected to pay its 
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tax in two equal installments on July 
15, 1955, and October 15, 1955. Corpo- 
ration Y filed the statement required in 
Subsection (a) on September 15, 1955, 
and paid with such statement one-half 
of the increase shown thereon. Since 
Corporation Y has satisfied the provi- 
sions of paragraph (3), no interest will 
be imposed with respect to the payment 
made on September 15, 1955. On Oc- 
tober 15, 1955, it must pay its second 
installment of tax, including one-half 
of the increase in tax shown on the 
statement. With respect to the install- 
ment due on October 15, 1955, includ- 
ing the applicable portion of the in- 
crease in tax, interest on any failure to 
pay the amount due on such date shall 
be computed under the applicable pro- 
visions of the Internal Revenue Code. 
The last sentence of paragraph (3) 
provides that the paragraph shall not 
apply if the amount shown on the 
statement as the increase in the amount 
of tax required to be paid for the tax- 
able years is (by reason of the enact- 
ment of the bill) greater than the ac- 
tual increase unless the taxpayer es- 
satisfaction of the 
Secretary or his delegate, that his com- 


tablishes, to the 


amount was 
upon a interpreta- 
tion and application of Sections 452 
and 462 of the Internal Revenue Code 


putation of the greater 


based reasonable 


of 1954, as those sections existed before 
the enactment of the bill. 


Imposition of interest 

Subsection (c) 
states that interest shall not be imposed 
with respect to the amount of any in- 
crease in tax resulting from the repeal 
of Sections 452 and 462 for any period 
prior to the day after the date of en- 
actment of the bill. The provisions of 
this paragraph are applicable notwith- 
standing any other 
Section 4. 

Paragraph (2) of Subsection (c) 
states the conditions under which addi- 
tions to the tax will not be imposed 
with respect to the estimated tax of an 
individual where additions to the tax 
would result from the enactment of the 
bill. Any addition to the tax under Sec- 
tion 294 (d) of the Internal Revenue 
Code of 1939, relating to estimated tax, 
shall be computed without regard to 
any increase in tax resulting from the 
enactment of the bill. In the case of 
any underpayment of estimated tax 
to which section 6654 of the Internal 
Revenue Code of 1954 applies, any 


Paragraph (1) of 


provisions of 
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additions to the tax for installments due 
before September 15, 1955, shall be 
computed without regard to any in- 
crease in tax resulting from the enact- 
ment of the bill. Any additions to the 
tax with respect to installments due on 
or after September 15, 1955, shall be 
imposed in accordance with the ap- 
plicable provisions of the code. 

Paragraph (3) of Subsection (c) pro- 
vides that if—(a) the taxpayer is re- 
quired to make a payment (or an addi- 
tional payment) to another person by 
reason of the enactment of the bill, 
and (b) the Internal Revenue Code of 
1954 prescribes a period (which ex- 
pires after the close of the taxable 
year) within which the taxpayer must 
make the payment (or additional pay- 
ment) if the amount thereof is to be 
taken into account (as a deduction or 
otherwise) in computing taxable in- 
come for such taxable year, then (sub- 
ject to regulations and if made on or 
before September 15, 1955) the pay- 
ment (or additional payment) shall be 
treated as having been made within 
the period prescribed by the 1954 Code. 
The application of this paragraph may 
be illustrated by the following ex- 
amples: 

1. Assume that Section 267 of the 
1954 Code (relating to losses, expenses, 
and interest with respect to transactions 
between related taxpayers) applies to 
amounts accrued by taxpayer A for 
salary payable to I. For the taxable 
year 1954, A is required to pay I a 
salary equal to 5 percent of A’s tax- 
able income for the taxable year. Under 
existing law (with the application of 
Section 462) the amount accrued for 
the taxable year was $5,000. By reason 
of paragraph (3) taxpayer A’s deduc- 
tion for 1954 of $1,000 will not be dis- 
allowed if that amount is paid on or 
before September 15, 1955. 

2. Assume that on March 1, 1955, X, 
a calendar year taxpayer on the accrual 
basis, makes a payment described in 
Section 404 (a) (6) of the 1954 Code 
(relating to contributions of an em- 
ployer to an employees’ trust) of 
$10,000 which is accrued for 1954 and 
is required to be paid on the basis of 
the amount of the taxable income for 
that year. The taxpayer filed his return 
March 15, 1955. By reason of the en- 
actment of the bill taxpayer X’s taxable 
income is increased so that he is re- 
quired to make an additional payment 
of $2,000. This payment is made before 
September 15, 1955. By reason of para- 


graph (3), this additional payment is 
deemed to have been made on the last 
day of 1954. bs 


Grant & Norton’s 
**Depreciation”’ revised 


GRANT AND Norton’s Book Depreci- 
ation has come to be regarded by many 
as the standard work on this subject, 
hence news that it has been revised to 
reflect changes made by the 1954 Code 
will be welcome by tax men. About 60% 
of the new book is devoted to taxation 
and accounting treatment of deprecia- 
tion, the remainder being mainly a dis- 
cussion of the various kinds of business 
decisions involved in dealing with the 
wearing out of assets. 

Depreciation accounting practice in 
the United States since 1934, say the 
authors, has, under the influence of 
income taxation, been moving in the 
direction of straight-line group depreci- 
ation accounting with rates based on 
the evidence of average service life. 
In light of evidence since 1934 this 
seemed a reasonable ideal, yet it has 
not been reached. Grant and Norton 
believe strongly that, particularly in 
a period of high income taxation, the 
use of such straight-line group depreci- 
ation accounting in competitive indus- 
try is fraught with grave dangers for 
the economy. Presumably the dangers 
would exist for the individual company 
also. 

The combined efforts of an engineer- 
economist (Grant) and a studious, ex- 
perienced, manufacturing executive 
(Norton) give us a combination of 
understanding and comprehension of 
the really very complex subject of de- 
preciation which is a distinct contribu- 
tion, not only in practical procedure but 
in theory—a necessary if sometimes un- 
popular base upon which a device such 
as depreciation must rest. 

The new book contains tables for 
both declining-balance method and 
sum-of-the-digits method, which will 
much labor for the technician 
working out details of any particular 
installation. * 


save 


Depreciation (Revised Printing), by Eugene L. 
Grant and Paul T. Norton, Jr., New York, The 
Ronald Press Company, 1955, 504 pages, $7.50. 


Bulletin F reprinted 


OUR OLD FRIEND BULLETIN F 
has just been reprinted. But, the IRS 
warns, its use is not mandatory, and it 
is substantially out-of-date. 
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This reprinting follows the announce- 
ment in IRB 1955-8, February 21, 1955, 
that effective with promulgation of 
Regulations under Section 167 it will 
be the policy of the Service to deter- 
mine all questions on depreciation in 
accordance with the Code and Regula- 
tions, and without reference to Part I 
of the 1942 revision of Bulletin F. This 
Part I is revoked, and is not included 
in the reprinting. 

The policy set forth in Revenue Rul- 
ings 90 and 91 will remain in effect. 
Accordingly, it will be the policy of the 
Service generally not to disturb depre- 
ciation deductions, and Revenue em- 
ployees will propose adjustments in 
the depreciation deductions only where 
there is a clear and convincing basis for 
a change. 

The Service recognizes that some of 
the schedules of useful life in the 1942 
revision of Bulletin F are outmoded. In 
some cases they may be too long, in 
others too short. A comprehensive and 
extended survey of the subject is being 
made. When it is completed, Bulletin 


F will be revised and reprinted again. 

Although Bulletin F is out-of-date, it 
will be reprinted so that taxpayers may 
not be left without any guide. How- 
ever, taxpayers are cautioned that the 
periods of useful life shown in Bulletin 
F are not mandatory, and were orig- 
inally published solely as a guide to 
what might be considered reasonably 
normal periods of useful life. 

Taxpayers may determine reasonable 
periods of useful life for their depre- 
ciable property on the basis of their 
particular operating conditions, experi- 
ence, and informed judgment as to 
technological improvements and eco- 
nomic changes. However, the periods 
of estimated useful life used by tax- 
payers are subject to review by the In- 
ternal Revenue Service, and taxpayers 
should be prepared to substantiate the 
periods so used. 

As soon as possible, a supplement to 
Bulletin F will be issued containing 
schedules of useful lives of new types 
of equipment not shown in the 1942 
edition. ¥ 





Voluntary 


payments to employee’s 
widow deductible for “limited period.” 
Taxpayer, a ship-chandler corporation, 
payments to the 
widow of a deceased employee from 
the date of his death in September 1944 
through 1950. The Commissioner per- 


voluntarily made 


mitted the corporation to deduct the 
1948 as a business 
expense, but disallowed such a deduc- 
tion for the years 1948, 1949 and 1950. 
There was no contractual obligation to 
make these payments. The court holds 
this “an eminently fair application” of 
the regulations which permit the de- 
duction of salary paid to an employee's 
widow for a limited period after his 
death. William H. Swan & Sons, TCM 


1955-30. 


payments up to 


One year’s salary, payable to widow 
over 21 year period, is deductible. A cor- 
poration’s directors authorized the pay- 
ments to a deceased officer’s widow of 
an amount equal to one year’s salary 
and bonus, in monthly installments, 
spread over twelve years. The payments 
would cease upon her death or remar- 
riage. The IRS rules that the phrase 
in the Regulation permitting deduction 
of salary paid to a widow “for a limited 


time” should be regarded as relating to 
the reasonableness of the total amount, 
rather than the period over which paid. 
The amount in this case being reason- 
able, the payments are deductible. In 
view of the contingency of death or re- 
marriage, deduction is allowed only for 
amounts actually paid. Rev. Rul. 54- 
625. 


Corporation may deduct payments for 
its stock to retiring employees. In 1933, 
1938, and 1941, taxpayer sold some of 
its Treasury stock at book value to 
three employees for their notes. It was 
understood that the only payments re- 
quired on the purchase notes would be 
dividends. The corporation had the 
right to buy them back at book value 
at death or termination of services. In 
1941 and 1950 it did buy them back at 
termination and claimed the excess of 
the purchase price (book value) over 
collections (dividends applied) in prior 
years. The Tax Court agreed that the 
whole plan was to compensate the 
employees—the employees were not re- 
quired to make payments, and the 
benefits were limited to the period of 
employment. Although the Commis- 
sioner taxed this as compensation to one 
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of the three, he here contended they 
were merely sales. National Clothing 
Co. of Rochester, Inc., 23 TC No. 118. 


Army officer not in business of lending. 
Taxpayer was an Army officer who lent 
money to his secretary and another so 
they could operate a hotel. Although 
he had generally had three or four 
loans outstanding since 1919, the Court 
held he was not in the business of lend- 
ing money. The loss was on a non- 
business debt and therefore capital. An- 
drew W. Smith, TCM 1955-42. 


Stockholders’ advances to corporation 
drilling for oil were loans; but total 
worihlessness not proved. The Tax 
Court found that advances made to a 
corporation in which taxpayer was one 
of four 25% owners were loans, not 
capital. The proportion of capital stock 
was not unreasonably low; the advances 
were used for operating expense and 
were entered on the books as loans; 
the source of some of the funds was 
actually a bank loan to the taxpayer. 
The Court did not reach the question 
whether the loan was business or non- 
business. It held it was not worthless 
in 1948, the year claimed. The corpora- 
tion still had assets, one well was still 
producing in 1954; both the taxpayer 
and an outsider made advances in 1949; 
the corporation’s deficit decreased 
slightly in 1949. Janet McBride, 23 TC 
No. 116. 


Debtor still in business; therefore tax- 
payer has not proved worthlessness. 
Taxpayer claimed that an unsecured 
loan he had made to a manufacturing 
jeweler was worthless in 1950. Pointing 
out that the debtor was still in business 
in 1954,.the Court holds that the tax- 
payer had not proved that the debt was 
worthless. It would appear that a forced 
sale of the business might yield some 
return. Fariss v. Wiseman, DC Okla., 
1/31/55. 


Ordinary loss allowed on stockholder’s 
payment of bank loans as guarantor. 
The Sixth Circuit reversed the Tax 
Court. After a review of cases in the 
Supreme Court and other circuits, it 
concludes that because the debt of the 
corporation to the guarantor, acquired 
by action of law when the guarantor 
paid the bank, was worthless, the loss 
could not arise from a debt’s becoming 
worthless. Hence the general rule on 
losses applies—not the special rule mak- 
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ing nonbusiness bad debts capital. One 
dissent: the loss arose from a debt; the 
cases, ruled the majority, can be dis- 
tinguished; this highly technical rule 
great differences in taxes de- 
pending on form of financing a venture. 
Cudlip v. Comm., CA-6, 2/18/55. 


makes 


Tax Court erred in finding obligation 
conditional and not evidenced by 
“note”; it is borrowed capital. Taxpayer 
bought a timber tract for $500,000, 
payable $100,000 down and the bal- 
ance by monthly payments, depending 
on amount of timber it cut. Upon de- 
fault, the seller could either terminate 
the contract and keep all payments and 
improvements, or sue for the full pur- 
chase price. The Circuit Court holds 
that the Tax Court erred in finding tax- 
payer's obligation conditional. The sell- 
ers only obligation was to convey title, 
hence liability con- 
ditioned on the performance of the 
seller. Nor does seller’s option in case 
of default make liability conditional— 
the seller can always demand the full 
price. The Code does not require that 
the indebtedness be evidenced by a 
negotiable note. The note here, although 
non-negotiable because of references to 
the contract, is capital. 
Oregon-Washington Plywood Corp. v. 
Comm., CA-9, 2/21/55. 


taxpayer's was 


be yrrowed 


Uncollectible advances to founder's 
widow not corporate debt. From 1929 
to 1941, taxpayer had made advances 
to the widow of one of its founders. 
She was a substantial stockholder. In 
1941 she formally acknowledged the 
debt and that it was payable only out 
of dividends. In 1944, the corporation 
claimed a bad debt of the total of about 
$47,000. This Court agrees with the 
Tax Court that it is not proved that 
a debt existed (there was a large ele- 
ment of gift). Even if there were a debt, 
it is not shown that collection was im- 
possible. She sold some stock; presum- 
ably the proceeds could have been 
seized. Inman-Poulsen Lumber Co. v. 
Comm., CA-9, 2/3/55. 


Taxable bad debt recovery found. 
Stockholder had written off advances 
to corporation but recovered a large 
part. Over the years since 1933 dece- 
dent had paid some $62,000 on account 
of his guaranty of bank loans to a cor- 
poration in which he was a large stock- 
holder. These were reflected on the 
corporate books as due to him and were 
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claimed as bad debts by him. In 1950 
he received assets worth some $50,000 
as a creditor. The Court finds this con- 
stituted a taxable bad debt decovery. 
In re Olson Estate, County Court, La 
Crosse, Wisc., 12/20/54. 


Partner must report half of income 
though he sold out for less. In February 
1947 taxpayer sold out his interest in a 
partnership to his partner for $10,000 
cash and a $10,000 note. Later the 
partner filed a partnership return show- 
ing taxpayer's share of the income was 
about $28,000. Since taxpayer could 
not show the Commissioner was in error 
in accepting the return, he must in- 
clude this as ordinary income and the 
loss on the sale of the interest is capital. 
Bell v. Comm. CA-5, 2/24/55. 


Sale of a sole proprietorship is a sale 
of each asset, not of one capital asset. 
Gain or loss on the sale of a sole pro- 
prietorship is treated as the sale of 
each separate of the business. 
Capital gain or loss is realized on capi- 
tal assets (and assets treated as capital 
under Sec. 117j (1939 Code) and ordi- 
nary gain or loss on sales of inventory 
and other noncapital assets. Rev. Rul. 
55-79. 


asset 


Partition sale followed by repurchase 
by a co-owner is tax-free. Taxpayer was 
one of six having undivided ownership 
of real estate. Five wished to buy the 
interest of a sixth, but being unable to 
agree on price, a partition action was 
filed. The property was sold 
under court order and taxpayer and 
four others as owners bought it. The 
Service holds that the taxpayer in ef- 
fect sold nothing; no gain or loss was 
realized on the partition sale. Rev. Rul. 


55-77. 


entire 


Maryland ground rents found to be 
lease income; not mortgages. The Com- 
missioner assessed additional tax on the 
sale by a real estate developer of homes 
he built and on which he retained the 
right to an annual ground rent. The 
Commissioner’s theory was that this 
right to a ground rent was in effect a 
mortgage, and since it could be valued, 
represented consideration on the sale 
of the land. Reviewing the Maryland 
law, the Tax Court finds that they are 
really leases and taxable income arises 
only on the collection of the annual 
rent or the sale of the entire right; it is 
wrong to regard the value of the re- 


served ground rent as part of the pro- 
ceeds of sale by the builder. Ralph W. 
Simmers Estate, 23 TC No. 109. 


Commissioner properly required capi 
talization of orchard development costs 
despite ruling granting election. Tax- 
payer’s corporation conceded that the 
cost of clearing land and planting citrus 
trees was capital. However, an old I.T. 
said the taxpayer had an option to 
charge such development expense to 
expense or capitalize it. In 1946, a 
later I.T. expressly revoked the earlier, 
but added that returns expensing such 
items in years prior to 1946 would not 
be disturbed. Here the Commissioner 
disallowed such expenses for 1944. The 
Tax Court, following its Thompson v. 
Folger case, holds there is no authority 
in the Code or regulations for an op- 
tion. The policy announced in the 1946 
ruling is no more than a statement by 
the then Commissioner that he would 
not enforce the law. It had no legal 
effect. H. L. McBride, 23 TC No. 113. 


Valuation of personal holding company 
owning listed securities. Taxpayer 
owned one-third of the stock of a family 
personal holding company which owned 
marketable securities of high grade. 
Taking these assets at market value, 
the per share value of the holding 
company was $1,400 to $1,500 (de- 
pending on treatment of some unex- 
plained reserves). In a very brief opin- 
ion merely listing the factors consid- 
ered, the Tax Court finds the value of 
the holding company to be $1,100 a 
share. Hazel K. Bakewell Estate, TCM 
1955-41. 


Basis of property acquired for non- 
commercial annuity. The Service sets 
out the rules for determining basis for 
depreciation and for gain or loss on dis- 
position of property acquired by a tax- 
payer not in the business of issuing an- 
nuities: 

Depreciation prior to death of an- 
nuitant: greater of value, at date of 
transaction, of future payments; or, ac- 
tual payments made 

Depreciation after death of annuitant: 
total payments made 

Disposition of property prior to death 
of annuitant: gain, payments made plus 
value (date of disposition) of prospec- 
tive payments; loss, payments made. 

Disposition of property after death 
of annuitant: payments made. 

If disposition is made prior to the 
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death of the annuitant, loss may be 
recognized in that year and to the ex- 
tent of subsequent payments in the 
year made. If gain is recognized upon 
a disposition prior to the annuitant’s 
death, gain may be recognized in the 
year the annuitant dies. Rev. Rul. 55- 
119. 


Broker's commission paid in municipal 
bond coupons is taxable income. IRS 
rules that the broker receiving coupons 
does not receive compensation for the 
use of money (interest) but rather a 
fee for his services, which is taxable in- 
come no matter what the form of pay- 
ment. Rev. Rul. 55-73. 


Crop is income of corporation purchased 
for liquidation, not of purchaser. On 
March 17, taxpayer (assessed as trans- 
feree of the corporation) contracted to 
buy stock of the corporation so as to 
obtain its orange groves which the 
sellers would transfer only by sale of 
the stock. Delivery was to be made July 
15. Proceeds of sale of oranges mean- 
time were deposited in the company’s 
bank account, but could not be with- 
drawn except with purchaser’s consent. 
The proceeds of these sales (some $40,- 
000 plus loans to purchaser’s son se- 
cured by deeds on the groves) was the 
source of the $85,000 payment July 15. 
The $40,000 proceeds must be included 
in corporation’s return. It was still in 
existence and was borrowing. Moreover, 
the costs of producing the crop were 
included in corporate return. The Tax 
Court’s finding that the fruit belonged 
to the corporation held justified. 
Snively v. Comm., CA-5, 2/11/55. 


Commissioner cannot upset consistent 
method of billing unshipped crop. Tax- 
payer canned fruit. Under the uniform 
contract, universally used in the trade, 
it billed its customers on December 31 
for any remaining unshipped goods 
from the July-November canning sea- 
son then in its warehouse and not ap- 
specific customers. It 
regularly included such invoices as sales 
and deducted the costs incurred, bro- 
kerage fees and cost of labeling and 
shipping to be incurred. Apparently 
because deferring profit would increase 
excess profits tax, the Commissioner 
included these goods in inventory at 
December 31 and reflected the sales in 
the following year when shipment was 
made. The Tax Court upheld the Com- 
missioner on the ground that title to 


propriated to 
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NEW CAPITAL GAINS DECISIONS 


Sale of rental houses produced ordinary 
income. Within two years, taxpayer 
sold all the houses constructed for 
rental under F.H.A. regulations. Even 
if they had been originally erected as 
an investment, they were held for sale 
in the two years involved. Vivian Smith, 
TCM 1955-35. 


Real estate man’s wife had ordinary in- 
come on sale of houses; she acted 
through him as agent. The Court finds 
that taxpayer was in the business of 
dealing in real estate and realized ordi- 
nary income. Though not personally 
active, her numerous ventures amount 
to a business conducted through an 
agent—her husband and his employees. 
Shepherd v. U.S. DC Tenn., 12/31/54. 


Capital gain on sale of patent, though 
right to use limited and payment was 
a royalty. The Government argued that 
a complete sale of the patent was not 
made by the taxpayer because the pat- 
entee was limited to the tuna industry. 
The Court pointed out that not all tax 


cases followed the patent law test for 
a sale. Moreover any use outside the 
tuna industry was here speculative. As 
to the royalty argument, the Court 
merely distinguishes the two cases cited 
by the Government, and notes that this 
issue may not properly be before the 
Court on appeal; not having been 
raised below. Carruthers v. U.S., CA-9, 
2/4/55. 


Land was held as investment; gain 
on sale is capital. In 1944 taxpayer 
bought a rocky tract for $13,000. In 
1948 he purchased a half interest in his 
father’s construction business and in 
1948 and 1949 sold about 25 to 35% 
of the tract in four lots, on some of 
which the partnership contracted to 
build homes for the buyers. The Tax 
Court found that the purpose of the 
sale was to raise funds to pay off the 
indebtedness rising out of the purchase 
of the business interest. It was not held 
for sale to customers. The gain was 
capital. Charles L. Meyer, TCM 1955- 
47. 





the goods did not pass until shipment, 
and consequently, taxpayer's method 
did not clearly reflect its income. Six 
Tax Court judges dissented on the 
ground that they should not permit the 
Commissioner to upset a method of ac- 
counting used by an entire industry for 
a legal technicality. 

The Ninth Circuit holds that under 
California law, title did pass by Decem- 
ber 31. The decisive point is the intent 
of the parties, and the testimony of 
the various experts in the trade con- 
vinced the Tax Court that the sellers 
regarded title as passing. It was an 
error to say that it was not proved that 
the buyers agreed; they were bound by 
the usages of the trade. 

The Court added that even apart 
from the question of title, it agreed that 
taxpayer's method was proper. It agreed 
with the dissenting judges of the Tax 
Court. Pacific Grape Products Co. v. 
Comm., CA-9, 2/10/55. 


Heir can’t depreciate building erected 
by tenant with expected life shorter 
than lease. The Service holds that the 
devisee of a lessor or property cannot 
take depreciation on a building erected 
by the tenant without cost to the land- 
lord; the remaining life of the build- 


ing is shorter than the remaining pe- 
riod of the lease: The devisee is treated 
as having no basis for the building; he 
suffers no economic loss as the physical 
life of the building expires. Comm. v. 
Young (207 F. 2d 265, cert. den. 347 
U.S. 942) followed. Rev. Rul. 55-89. 


Donor taxed on future rent given to 
sons. [Certiorari denied.] Taxpayer 
leased property for twenty years for 
a fixed rent plus a contingent rent. The 
lease provided that part of the con- 
tingent rent was to be paid to his sons. 
The Circuit Court agrees with the Tax 
Court that the father is taxable on the 
entire rent because he still owned all 
the property. However, the Circuit 
Court held that the gift was made when 
the lease was signed. It accepted the 
taxpayer's evidence of value, the Com- 
missioner having presented no evidence 
on the gift tax issue. Galt v. Comm., 
CA-7, 6/23/54. Cert. den. 2/28/55. 


Corporation found not mere title 
holder; it should have reported income. 
Given was assessed as transferee of a 
corporation which held title to a build- 
ing it sold. The corporation filed no 
returns and alleged it held bare legal 
title. The Court pointed out that title 
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was deliberately taken in the corpora- 
tion to avoid personal liability, that all 
funds passed through a bank account 
in the corporation’s name. It held that 
the corporation should have filed re- 
turns reporting the operation and finally 
the sale of the building. A return for a 
year Oct. 18 to Oct. 17 did not start 
the statute running as years not ending 
with calendar months are not recog- 
nized. Henry K. Given, TCM 1955-39. 


Interest on Mackinac Bridge Authority 
bonds nontaxable. The Service holds 
that the Mackinac Bridge Authority, 
formed to construct and operate a 
bridge between the upper and lower 


peninsulas of Michigan, is a_ political 
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lections. There is no reason why the 
Court cannot look at what happened 
after the valuation date. Miller v. U.S. 
DC Ky. 


Amortization of emergency facilities 
can’t be limited to part of cost. The 
Court of Claims follows its decision in 
Wickes Corp. (123 Ct. Clms. 741) and 
holds that a limitation in taxpayer's 
Necessity Certificate that only 35% of 
the cost was required for defense was 
invalid because not permitted by the 
statute. Hence the Commissioner of 
Internal Revenue erred in limiting rapid 
amortization to 35% of the cost. One 
judge dissents. [The Commissioner has 
announced that he will not follow the 


ductions referred to must have been 
properly taken.” Albertson Co. v. U.S., 
CA-9, 1/27/55. 


Taxpayer constructively received pro- 
ceeds of sale he directed paid to escrow 
agent. The Commissioner included in 
1947 income proceeds of sale of timber. 
The Court finds that it was at taxpayer's 
insistence that the purchaser paid pro- 
ceeds to a bank to turn them over in 
four installments. The District Court 
properly found the taxpayers construc- 
tively received the proceeds when the 
purchaser offered immediate cash pay- 
ment. Williams v. U.S. CA-5, 2/11/55. 


Accrual basis taxpayer can’t 





deduct \ 


subdivision. Consequently, interest on 


Wickes case. Ed.] Ohio Power Co. v. 


liability for future advertising. In De- 





t 





# its bonds is tax-free. Similarly as to the U.S., Ct. Clms., 3/1/55. cember 1946 taxpayer’s partnership to 
wt bonds of the Maine Turnpike Authority. contracted for car cards to be used in cl 
f: Rev. Rul. 55-75. Rev. Rul. 55-76. Loss fully deductible as hedging de- Philadelphia public transportation for Se 
> spite Lifo inventories. [Acquiescence.] five years at $733 a month beginning it 
7 Rental building on leased land should Taxpayer, a manufacturer of cotton that month. A bill for the five-year of 
i : have been fully depreciated by end of and other bags, made much of its cloth service was rendered, at the partner- W 
i. lease; no loss on reversion to landlord. itself, purchasing raw cotton. The Tax ship request, in December and paid in p 
J Taxpayer claimed a loss equal to her Court finds that purchases of cotton January. The Tax Court properly dis- it! 
a remaining basis for a rental property futures were made to protect it from a allowed the deduction in 1946. This th 
- built on leased land at the time the decline in cotton prices, and the loss is Court says rendition of the services was W 
bY lease expired and the landowner re- an ordinary loss on hedging. Nor is the a condition precedent to the obligation th 
" ceived the building. She calculated the fact that the taxpayer uses the Lifo to pay. Such a contingent liability can- o! 
basis by deducting from the market method of inventorying its raw cotton not be deducted. Levin v. Comm., CA- p 
value of the house when converted to and the cotton content of in-process and 3, 2/11/55. p 
rental property depreciation, computed finished inventory relevant. Lifo is 
on a remaining life of 33 years from merely an accounting method and can- OPA penalty for unintentional violation ti 
the date of conversion. At the time, the not protect a user from actual loss on deductible. Taxpayer, a canner of tuna, n 
lease had 17 years to run. The Court market decline. A Lifo user is entitled made shipments in August and Sep- ct 
holds that the depreciation allowable to deduct hedging losses. Fulton Bag tember 1942 without invoicing them, ty 
should be computed on the 17-year life, & Cotton Mills, 22 TC 1044, Acq. having been assured a higher ceiling re 
since there was no renewal option, and was about to be authorized. Needing g 
allowing for $1,000 salvage value to Taxpayer not estopped from adding cash, it started in September to invoice b 
reflect her right to remove the building costs to basis because they were erro- at the expected new ceiling (which was p 
if she wished. [No explanation given of neously deducted in prior years. In actually authorized in January), prom- Oo 
why the taxpayer never claimed depre- 1944 and 1945, taxpayer sold property ising to refund any excess of the new 
ciation deduction for the years the he had bought in 1923 to 1928. Certain ceiling. OPA decided that the increase tl 
property was rented. Ed.] Dorothy items which are properly additions to billed from September to January was a 
Caruso, 23 TC No. 106. cost, such as escrow and recording _ illegal, and taxpayer paid some $97,000 fi 
fees, improvement assessments, etc., as single damages. This the Commis- t 
Second mortgages, retained by builder were deducted by the taxpayer, who _ sioner refused to allow. The Court holds s 
on sale of home, had value. Miller was received tax benefit therefrom. The that the taxpayer did not intentionally a 
sued as transferee of his wholly owned Circuit Court agrees with the District violate the law and that he exercised fi 
corporation which, in 1946 and 1947, Court that upon sale, the basis of the due care. It allowed the deduction. € 
sold houses under an F.H.A. first mort- property includes these items. There Star-Kist Foods, Inc. v. U.S. DC Callif., V 
gage. The corporation retained second was a mistake; none of the elements of 2/3/55. f 
mortgages but did not include them in estoppel are present. Insofar as the Cc 
proceeds of sale of the houses on the Code definition of basis is concerned, Cost of removing building, purchased I 
ground they had no value. The Com- these items incurred at the acquisition with intent to demolish, is part of land I 
missioner valued them at 25% of face are cost; only items incurred subse- basis. When a taxpayer purchases prop- t 
value. Despite expert testimony that quently are “adjustments to cost,” as to erty with the intention of removing a t 
they were not salable, the Court sus- which the Code provides that no adjust- building thereon, the cost of removal s 
tains the Commissioner. Though not ment “shall be made for taxes or other (net of any salvage recovered) should ¢ 
immediately salable, that they had carrying charges for which deductions be added to the cost of the land. Rev. c 
real value is shown by subsequent col- have been taken.” In any event, the de- Rul. 55-110. d 
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TAX CONSEQUENCES OF 


Corporate organization 


and: distributions 
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Problems we are encountering with 


close corporations under new Code 


W HEN WE FORM a corporation for a 

client, we usually make every effort 
to prevent any tax arising upon the ex- 
change of property for stock. Under 
Section 112(b)(5) of the 1939 Code, 
it was often possible for the formatioir 
of a corporation to be a taxable act. 
When two or more persons transferred 
property to a corporation in return for 
its capital stock, the old law provided 
that the formation of the corporation 
would be tax free only if the amount of 
the stock and securities received by each 
of the transferors was substantially in 
proportion to his interest in the property 
prior to the exchange. 

A sir ple example would be the situa- 
tion where two equal partners in a busi- 
ness transferred the business to a new 
corporation, with one partner receiving 
two-thirds of the stock, and the other 
receiving one-third. This type of or- 
ganization of a corporation would not 
be tax free under the old law, and both 
partners could, conceivably, be taxed 
on the gain on the transfer. 

Under Section 351 of the new Code, 
the fact that the interests in the stock 
securities received are different 
the interests in the properties 
transferred, does not affect the tax-free 


and 


from 


status of the organization. In the ex- 
ample above given, if the business, be- 
fore the incorporation, had been owned 
equally by father and son, and after- 
ward the son had two-thirds and the 
father one-third, the formation of the 
corporation would be a tax-free event, 
but the son would be considered to 
have received a gift from his father of 
the one-sixth interest. On 
the other hand, the situation might be 
such that the additional interest was 
services rendered. In that 


additional 


given for 


case, the stockholder who received the- 


additional stock would report it as ordi- 


nary income. The corporation would 
still take as its basis for the property 
received its basis in the hands of the 
transferors. The other stockholders 
would not be taxed on any gain on the 
transaction, even though the stock re- 
ceived had a fair market value in excess 
of the basis in their hands of the assets 
transferred. 


New rule on partial liquidations 

If a corporation distributes all of its 
assets to its shareholders, a complete 
liquidation has taken place, and the 
shareholders are entitled to capital gains 
treatment. When a corporation dis- 
tributes a portion of its assets, however, 
we may have either a dividend, taxable 
at ordinary rates, or a partial liquida- 
tion, taxable at capital gains rates. 

The statutory provisions on this point 
have always been vague. The new law, 
Section 346, is not too much of an im- 
provement. However, if you can bring 
your transaction within Section 346(b) 
of the new Code, you will be sure of 
having a partial liquidation, taxable at 
capital gains rates. That section deals 
with the distribution of cash or assets 
attributable to the discontinuance of a 
trade or business which has been con- 
ducted throughout a five-year period 
immediately before the distribution, 
owned by a corporation which continues 
another trade or business which it had 
been conducting for these five years. 


An ExamMpLe—Let us assume that a 
corporation has been operating an office 
building for over five years and has also 
been operating an automobile sales 
agency for over five years. It sells the 
office building and has no need for the 
proceeds of sale in the automobile sales 
agency business. If it adopts a plan of 
partial liquidation and distributes the 
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proceeds of the sale of the office build- 
ing, it would seem quite clear that such 
a distribution is in partial liquidation, 
entitling the shareholders to capital 
gains treatment. 


CapitaL Gains Opporruniry—We can 
have borderline situations that are not 
so clear. If the corporation has been 
engaged in the manufacture and sale 
of farm machinery and decides to dis- 
continue the manufacture, confining its 
activities to sales, the Internal Revenue 
Service might not consider this the dis- 
continuance of a trade or business with- 
in the meaning of the statute. It might 
take the position that this was simply a 
change in the nature of the trade or 
business, and not the discontinuation 
of a trade or business separate from that 
normally engaged in. John Pennell dis- 
cussed this here in September (yjrax, 
Sept. 54, p. 3). 


New rules on complete liquidations 


Periodically over the past eighteen 
years, Congress has enacted special pro- 
visions to permit the liquidation of cer- 
tain corporations relatively tax free. 
These provisions have been found in 
Section 112(b) (7) of the 1939 Code 
and of previous revenue acts. Under 
these provisions, if a corporation is 
completely liquidated within one cal- 
endar month, the stockholders will be 
taxed at ordinary rates on the amount 
of accumulated earnings and _ profits, 
and at capital gains rates on only that 
portion of the gains represented by the 
amount of cash distributed in excess of 
the accumulated earnings and profits. 

Section 112(b) (7) has now been 
made a permanent part of the 1954 
Code as Section 333. It is principally 
helpful, in terminating the corporate 
existence of personal holding companies 
and of real estate corporations. Any 
corporation which has a relatively low 
earned surplus and property which has 
appreciated in value, can use it advan- 
tageously. 

You have a client, who, with the 
members of his family, owns a corpora- 
tion whose sole property is an office 
building. The earnings of the building 
have been paid out as dividends, so that 
it has a small earned surplus. The build- 
ing, however, is worth substantially 
more than its original tax basis. The 
stockholders would like to eliminate the 
corporate entity in order to save taxes. 
A liquidation under Section 333 would 
appear to be in order. 
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Gert Rw or CasH—It would be best 
first, through the payment of salaries 
and other expenses, to reduce the 
earned surplus and, so far as possible, 
the cash held by the corporation. If 
there is still an earned surplus left, each 
shareholder must pay a tax on his share 
thereof as ordinary income. Then com- 
pletely liquidate and dissolve the com- 
pany within one calendar month. 

If cash or stock and securities ac- 
quired by the corporation after Decem- 
ber 31, 1953, in excess of the surplus, 
are distributed to the shareholders, they 
will have to report their share of that 
part of the distribution as a capital 
gain. The real property will take the 
same basis in their hands as their stock 
had. It is important that this basis be 
determined. 

Real estate corporations, under the 
1939 Code, found themselves at a dis- 
advantage when they wished to dispose 
of their land and building. If the cor- 
poration sold the property, it would pay 
a capital gains tax on the profit. The 
stockholders, upon dissolution, would in 
turn have to pay another capital gains 
tax on the difference between the cost 
of the stock to them and the amount 
they received on the liquidation. To 
avoid this, it was necessary either to 
sell the stock of the corporation and 
let the purchaser dissolve it, or dissolve 
the corporation and have the stock- 
holders sell the real property. The first 
method met with a good deal of oppo- 
sition on the part of buyers, who did 
not like the possibility of assuming lia- 
bilities of the corporation. The second 
method was not too good for the stock- 
holders. If the sale fell through, they 
might be taxed on a large gain on the 
dissolution, without having the cash to 
pay the tax. 

Under Section 337 of the new Code, 
if a corporation adopts a plan of com- 
plete liquidation and within twelve 
months thereafter distributes all of its 
assets, it will not be taxed on the gain 
from the sale or exchange by it of any 
property within that twelve-month 
period. If a real estate corporation has 
found a purchaser for its principal as- 
set, have the corporation adopt a plan 
of complete liquidation. Then, when 
the corporation sells the building, there 
will be no corporate tax on the sale. See 
that all of the assets of the corporation 
are distributed to the shareholders 
within twelve months after the liquida- 
tion of the corporation. The sharehold- 
ers will then pay a capital gains tax on 
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the difference between the cost of their 
stock to them and the amount they re- 
ceived on final liquidation. 


A Capita Gains Opportunity—It is 
apparently possible to use Section 337 
to convert what would be a short-term 
capital gain into a long-term capital 
gain. Your client has acquired the stock 
of a real estate corporation, thinking 
that he will operate it as such. Before 
six months have elapsed, someone 
comes to him with a good offer for the 
property. He does not want to run the 
risk of waiting six months before ac- 
cepting the offer. So you have the cor- 
poration adopt a plan of complete 
liquidation and close the sale with the 
purchaser. Then you wait at least six 
months from the date of acquisition of 
the stock by your client before you com- 
pletely liquidate the corporation. Your 
client will realize a long-term capital 
gain on a transaction that was actu- 
ally a short-term transaction. Of course, 
he has had to wait the full six months 
before he has realized anything out of 
it. 

Under Section 334, if a corporation 
acquires the stock of another company, 
and within two years dissolves the com- 
pany whose stock it acquired, it may 
use as the basis of the assets obtained on 
dissolution the cost of the stock. If the 
acquisition and dissolution of a subsid- 
iary do not meet certain specific re- 
quirements of this section, it must use 
as its basis for those assets, their basis 
in the hands of the subsidiary. 


New Rules on redemption 


The redemption by a corporation of 
a portion of its stock is now a much 
more dangerous transaction than for- 
merly. Originally, we simply had Sec- 
tion 115(g) of the 1939 Code, which 
provided that the redemption of stock 
in a manner essentially equivalent to 
the payment of a dividend should be 
treated as the payment of a dividend. 
This section was amended later to take 
care of redemptions of stock to pay 
death taxes, and to close up a loophole 
involving the redemption of stock by 
related corporations. 

To take care of what was formerly 
Section 115(g) of the 193 Code, we 
now have sections 302, 303, and 304 
of the 1954 Code. Instead of leaving 
the entire question of what constitutes 
a redemption equivalent to a dividend 
up to the courts, Congress has left only 
part of that question to them. Let us 


take an example. Your client owns 60% 
of the stock of a corporation (60 shares 
out of 100). He wishes to have the 
corporation redeem a portion of his 
stock in such a manner that he will 
realize a capital gain. What can he do? 

In the first place, we must consult 
Section 318 of the new Code to deter- 
mine whether he is considered to own 
more stock than that standing in his 
name. Stock standing in the name of his 
wife, his children, grandchildren and 
his parents is all considered belonging 
to him. Note that this does not include 
brothers and sisters, aunts, uncles, etc. 
Stock owned by partnerships, estates, 
trusts and corporations may be deemed 
also to be owned by him. Assuming, 
after having analyzed this section, that 
he remains the owner of only 60% of 
the stock, then we find, turning to Sec- 
tion 302(b) (2) (B), that after the re- 
demption he must own less than 50% 
of all of the voting stock. Therefore, 
he must sell to the corporation at least 
21 shares. That will bring him down to 
39 shares and leave the other stock- 
holders with 40 shares. 

Under Section 302(b) (2)(C), the 
ratio of his stock to all of the stock after 
the redemption must be less than 80% 
of the ratio of his stock to all of the 
stock before the redemption. 

Before the redemption, he owned 
60% of the outstanding stock; 80% of 
this is 48%. After redeeming 21 shares, 
he will own 39 out of 79 shares. 48% 
of 79 shares is 37.92 shares. He does 
not meet this requirement. He must, 
therefore, have redeemed a total of 24 
shares. This will leave him with 36 out 
of 76 outstanding, which is less than 
50 per cent of the outstanding, and also, 
less than 48 per cent thereof. 

If a stockholder turns in all of his 
stock, another Section, 302(b) (3), 
will make the transaction a capital one, 
not a dividend. However, we must still 
consider the constructive ownership re- 
quirements of Section 318 and make 
certain that no immediate members of 
his family still own some of the stock 
after his has been redeemed. 


THE FATHER-SON PROBLEM—Assume we 
have a corporation owned entirely by 
father and son. The father wishes to sell 
all of his stock to the corporation and 
become completely divorced from its 
management. On the face of the pro- 
visions we have examined thus far, it 
would seem that he could not do so, be- 
cause he is deemed to own his son’s 
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stock. However, Section 302(c) (2) 
provides that if an individual is con- 
sidered as having completely termi- 
nated his interest, except for the fact 
that others of his family own stock, he 
can get capital gains treatment, pro- 
vided he has no interest in the cor- 
poration, including an interest as di- 
rector, officer or employee, after the 
sale of his stock and does not acquire 
such an interest within ten years. If he 
does acquire such an interest within ten 
years, his return for the year of the re- 
demption will be reopened and he will 
be taxed as ordinary income on the 
amount received. 

It would be risky for a father to have 
a corporation in which his son was the 


other shareholder redeem all of his 
stock. During the ensuing ten-year 


period, when he must stay out of the 
corporation, it is possible that the par- 
ties could forget the provisions of Sec- 
tion 302 and elect him either a director 
or an officer. 


New Section 306 stock 

There is a new concept in the income 
tax law, that of “Section 306 stock.” 
Preferred stock received as a non-tax- 
able stock dividend or in a non-taxable 
corporate reorganization is now con- 
sidered as “Section 306 stock.” In gen- 
eral it may be said that if Section 306 
stock is either sold or redeemed, the 
stockholder will be in receipt of ordi- 
nary income to the extent of his share 
of the earnings and profits of the cor- 
poration. 

If Section 306 stock is sold or ex- 
changed—not redeemed—the determin- 
ing factor is the amount of earnings and 
profits of the corporation at the time of 
of the stock. If Section 
306 stock is redeemed, the determining 


distribution 


factor is the amount of earnings and 
profits of the corporation at the time of 
redemption. 
DaTE OF REDEMPTION CONTROLS—A 
corporation with 100 shares of common 
stock, and earnings and profits of $20,- 
000, stock of two 
shares of $100 par preferred stock for 
each share of outstanding common. 
Stockholder A receives 100 of these 
shares and sells them for $10,000. He 
has ordinary income of $10,000, be- 
cause the 100 shares he received repre- 
sented $10,000 of earnings and profits 
at the date of distribution. Stockholder 
B receives the other 100 of these shares 
and has them redeemed by the corpora- 


issues a dividend 
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tion for $10,000, at a time when its 
earnings and profits: have fallen to $15,- 
000. He has ordinary income of $7,500, 
and capital gain of $2,500, because on 
redemption, it is the earnings and 
profits on the date of the redemption, 
rather than on the date of initial issu- 
ance, that controls. 

However, if either shareholder sells 
all of his stock interest in the corpora- 
tion, including the common, this rule 
would not apply. There is a savings 
provision that if you can show the 
Treasury Department that you did not 
distribute, dispose or redeem the stock 
in pursuance of a plan of avoidance of 
federal income taxes, these provisions 
will not apply. Furthermore, they do 
not apply in the case of a partial or 
complete liquidation or in any sort of 
transaction where gain or loss is not 
recognized. 

These provisions do not prevent the 
issuance of stock dividends, nor do they 
prevent recapitalizations of companies 
in which preferred stock is issued. 
Rather, they place definite limitations 
on the ultimate disposition of the pre- 
ferred stock so received. 

Let us assume that you wish to re- 
capitalize a corporation, issuing pre- 
ferred and common where previously 
there was only common. There is noth- 
ing to prevent you from doing this. 
There is nothing to prevent the holders 
of the common from selling it to whom- 
soever they see fit. The common does 
not become Section 306 stock. 

However, it is highly important that 
the preferred stock not be disposed of 
separately from the common. It should 
not be redeemed separately. If anyone 
wishes to sever his connection with the 
corporation, he should dispose of his 
entire stockholdings. 


Some carryover possibilities 

In recent years it has been a common 
practice to acquire the stock of a com- 
pany with a large net operating loss. A 
new and profitable business is put into 
the company. The old losses absorb the 
income of the new business, and for a 
period of time it is operated tax free. 

Congress tried to put a stop to this 
particular procedure by enacting Sec- 
tion 382 of the new Code. Under this 
section, if 50% of the ownership of the 
corporation changes hands and the cor- 
poration does not continue to carry on 
substantially the same trade or business, 
it cannot use its net operating loss carry- 
over. (See yrax, Jan. 54, P. 2). 


At the same time that Congress 
adopted the above provision, it provided 
that in legitimate corporate mergers 
and reorganizations a large number of 
items will be carried over from the old 
corporations into the new one. These 
carryovers are listed in Section 381 of 
the new Code. If two corporations 
merge, the net operating loss and capi- 
tal loss carryovers of both can be used 
by the new corporation. Their methods 
of accounting, of taking inventory, of 
computing depreciation, and of han- 
dling various other items of income and 
expense will be carried over into the 
new enterprise. Under Section 382, if 
after a merger, the stockholders of a loss 
corporation end up owning less than 
20% of the new corporation the amount 
of the loss which can be carried over is 
reduced. 

These two sections are quite complex. 
If one of your clients is contemplating 
acquiring a loss corporation and merg- 
ing it with a profitable one, it cannot be 
said that he is entirely prevented from 
doing so. However, it will require a 
careful analysis of the entire transaction 
to determine what the net tax result 
will be. 


Corporate divisions 


Section 355 of the new Code in many 
ways simplifies the problems involved 
in trying to divide a corporate enter- 
prise. The principal change from the old 
law is that it permits, under certain 
circumstances, the distribution of stock 
of a subsidiary tax-free to the stock- 
holders of the parent. If the parent has 
held the stock for over five years and if 
for a period of at least five years the 
subsidiary has been engaged in the ac- 
tive con@uct of a trade or business, the 
stock will be received completely tax 
free. If the trade or business has not 
been conducted for five years, the rule 
is not applicable at all. If the parent 
acquired some of the stock of the sub- 
sidiary during the five-year period, and 
before the final distribution owns at 
least 80%, only the portion of the stock 
acquired during the five years will be 
taxable in the hands of the parent stock- 
holder. If stock of two subsidiaries is 
being distributed, one group of stock- 
holders may get only stock of one of the 
companies, and another group, only 
stock of the other. % 


The foregoing comments are drawn from a 
paper written by Mr. Boughner for the Illinois 
Bar Association published in Illinois Bar Journal. 
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The thin-capitalization problem can 


be beat, though new Code is no help 


Mo THIN-CAPITALIZATION Cases 
+¥4 have been litigated during this past 
year than any other type of case re- 
lated to corporate organization. On the 
basis of our intensive study of all new 
decisions in this area during the past 
year, we have no hesitancy in saying 
that the IRS, courts, and taxpayers 
spent more time wrangling with this 
problem than with any other affecting 
corporate organization. And the new 
Code is no help. 

Why is this? Is it serious? What, if 
anything can the tax man do about it? 
Of course the big reason for all of this 
is that the great majority of corpora- 
tions in this country are small, family- 
held organizations. They are formed to 
conduct but one business operation. At 
the time of incorporation, it is fervently 
hoped that they will be successful, and 
that they will earn far more than can be 
paid out in officer’s salaries. 

With that in 
practice to form these corporations with 
a nominal amount of capital stock— 
$5,000 to $10,000. If the net 
transferred to the corporation exceed 
the amount of capital stock, the excess 
is represented by notes or debentures 


mind, it is common 


assets 


issued to the transferrors. If additional 
capital is needed, it is loaned to the 
corporation. 

And the tax angle, of course, is that 
if the corporation prospers, its earnings 
are paid out as principal and interest 
on these loans. If financial troubles de- 
velop, the owners want to gét a busi- 
ness bad debt deduction, which may be 
available through the guaranteed-loan 
technique (see below). 


How to help the taxpayer 

When you line up all the cases on 
thin-capitalization in recent months you 
get some patterns. You see where the 
wind blows, and that helps us decide 
what to do in the future. 

The line of cases (or perhaps we 
should call it a chain reaction) can be 
drawn beginning with Sam Schnitzer 
(13 TC43, affd. per curiam (C.A.9) 
183 F. 2d 70, cert. den. 340 U.S. 911. 
It has been extensively quoted and 
relied on. In that case the court said: 

“Bookkeeping, form, and the parties’ 


expressions of intent or character, the 
expectation of repayment, the relation 
of advances to stockholdings, and the 
adequacy of the corporate capital pre- 
viously invested are among circum- 
stances properly to be considered, for 
the parties’ formal designation of the 
advances are not conclusive.” 

In Martin M. Dittmar (23 TC No. 
99) advances to a corporation by the 
sole stockholder were held to be con- 
tributions to capital. The loss, on ulti- 
mate insolvency of the corporation, 
was allowed as a long-term capital loss. 
After quoting from the Schnitzer case 
as above, the court said: 

“Petitioner testified that he knew the 
sawmill venture was speculative and 
hazardous. Yet despite that—and in the 
face of net losses by Lone Star in every 
year of its corporate existence save one, 
corresponding increases in Lone Star’s 
deficit, and its apparent insolvency 
from and after the close of its 1945 fis- 
cal year—petitioner continued to make 
advances without ever charging in- 
terest, receiving written evidence of 
Lone Star’s indebtedness, setting a 
definite date of repayment, or taking 
any security.” 

In Harry L. Garvin, (TCM 1955-16) 
the court quoted from the Schnitzer 
case, and not only refused to allow a 
bad debt deduction, but also refused 
to allow a long-term capital loss, for 
the reason that the corporation was 
not proved to be insolvent. The tax- 
payer received similar treatment in Root 
v. Commissioner, CA-9, decided March 
7, 1955. Other language from Schnitzer 
was quoted, and no deduction of any 
type allowed. The Schnitzer case was 
cited in Phil Kalech (23 TC No. 89) 
in which the advances made more than 
six months prior to insolvency were al- 
lowed as long-term capital losses, and 
the later advances as short-term capi- 
tal losses. 


But now taxpayer wins 


In three recent cases the taxpayer 
was successful in establishing that ad- 
vances to closely held corporations were 
not in reality permanent investments. 
In John W. Walter, Inc. (23 TC No. 
69) interest on debentures was allowed 


as a deduction to the corporation in the 
face of the Commissioner’s argument 
that the debentures were in reality pre- 
ferred stock. The following statement 
from the opinion is significant: 

“The instruments evidencing the in- 
debtedness of petitioner were unequiv- 
ocal obligations on its part to make 
payment on January 1, 1956. The in- 
terest thereon was payable at fixed in- 
tervals. The maturity date was fixed. 
They did not create an unreasonable 
debt-equity ratio in petitioner’s capital 
structure. The interest on these deben- 
tures was paid annually in accordance 
with their terms.” 

The capital stock was in the amount 
of $25,000. Debentures in the face 
amount of $100,000 were issued for 
valuable distributor franchises. 

In Rowan v. U.S. (CA-5) decided 
January 28, 1955, a District Court de- 
cision holding a corporation to be thinly 
incorporated was reversed. The original 
capital was $9,000; the advances, all 
on open account, amounted to $125,000. 
Less than thirty days before dissolution, 
stock was issued for these advances. The 
court held the taxpayers entitled to a 
short-term capital loss on the stock 
representing the advances. The court 
indicated that it is not in sympathy with 
the thin-capitalization theory, and sug- 
gests that it is “within the competence 
of Congress to provide by statute for 
such ratio if it deems it advisable.” 


In business of loaning money? 


In J. B. Reilly (TCM 1955-7) loans 
of $35,000, represented by a note on 
which no principal or interest payments 
were ever made, to a corporation cap- 
italized at $5,000, were held to be loans 
rather than capital stock. However, 
since the stockholder was not in the 
business of lending money, the loss was 
allowed as a non-business bad debt, 
which is accorded short-term capital 
loss treatment. 

Thus, even though the taxpayer is 
successful in overcoming the hurdle of 
thin capitalization, the net result may 
well be that he ends up with a short- 
term capital loss when he wants an 
ordinary-loss deduction. In four recent 
cases, the Commissioner did not urge 
thin capitalization, but relied on the 
theory that the stockholder was not en- 
gaged in loaning money. In each case 
the taxpayer lost. 

In John M. Hickerson (TCM 1954- 
237) the taxpayer had made loans to 
other corporations, but not in sufficient 
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volume to establish that he was in that 
business. In Miller (TCM 1954-238) 
the taxpayer's primary occupation was 
that of an attorney. In William C. Byers 
(TCM 1954-238) his sole occupation 
was president of the corporation to 
which he lent money. In Nicholson v. 
Commissioner (CA-10, Dec. 27, 1954) 
the corporation was in the fluorspar 
business, and the taxpayer, a minority 
shareholder, was in the restaurant busi- 


ness. 


How to set up loans 


It should be obvious that the loans 
should in every case be represented by 
an instrument in writing, should bear 
interest, and should have definite pro- 
visions for payment of both interest and 
principal. Actual payment of the in- 
stallments of interest and principal and 
security for the loans, can be very help- 
ful. These steps are practically a must. 

We cannot escape the fact, however, 
that they are really nothing more than 
window dressing. Their absence makes 
the Commissioner's case easier, but he 
can always fall back on the basic theory 
of thin capitalization: that the loans 
were in reality capital investments. And 
this brings us to our debt-equity ratio, 
on which the courts have placed great 
promulgated a 
fixed rule which can be followed. 


reliance, but never 


The guaranteed-loan method 

There are two ways in which we can 
successfully defeat the attack of thin 
capitalization. In the February issue we 
cases in which the 
loan was not by the stockholders. If the 
loan is by a bank, and the stockholders 
either guarantee the loan personally, or 


discussed certain 


post collateral as security, it appears 
to be well settled that the loss is an or- 
dinary loss if the corporation becomes 
insolvent, and that thin capitalization 
is not present. We pointed out that the 
distinction between an outright loan of 
cash by a stockholder, and a loan by a 
bank, secured by government bonds 
purchased with that cash, is more ap- 
parent than real. However, the courts 
have adopted such a rule, and we 
might as well take advantage of it. In 
Cudlip v. Commissioner (CA-6, Feb. 
18, 1955), the majority of the court 
applied this rule, but Judge Stewart 
dissented, stating: 

“From now on an investor in this 
Circuit need not be content with a cap- 
ital loss if he loses his risk capital. If 
only he can make his investment in the 
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form of a guaranty, his loss will be de- 
ductible in full from his ordinary in- 
come if the venture is unsuccessful.” 
Accordingly if, after having formed 
your corporation, you find it needs 
more money, take the necessary cash, 
buy government bonds, and use them 
as collateral on a loan which a bank 
will make directly to your corporation. 
If your credit is good enough, the bank 
may accept your guarantee in lieu of 
collateral. The interest paid by the cor- 
poration will be on a bank loan, not a 
loan by stockholders. The same applies 
to the repayment of the principal. If 
the corporation is unsuccessful, you get 
an ordinary loss. The cost of insuring a 
favorable tax treatment is the difference 
between the interest on the government 
bonds and the interest on the bank loan. 


Use of another corporation 


The second method of solving this 
problem is through use of another cor- 
poration. You have a successful corpora- 
tion, and wish to go into another ven- 
ture. Your present corporation has a 
sound capital structure. It borrows, 
from the bank and you, sufficient funds 
to finance the new venture. A new cor- 
poration is formed, and the successful 
corporation pays cash for its capital 
stock. Each year thereafter, the new 
corporation pays to its sole stockholder 
all of its available cash. If this equals 
or is less than its earnings, it will be a 
dividend which is taxed to the recipi- 
ent corporation at either 4.5% or 7.8% 
(30% or 52% of 15% of the total divi- 


dend). To the extent the payment ex- 
ceeds current and accumulated earn- 
ings it is a tax-free return of capital. 
The parent corporation uses the funds 
to repay the loans. When they are 
finally repaid, the new corporation can 
be dissolved, and the parent will re- 
ceive the assets at their basis on the 
subsidiary’s books. 

The case of George M. Gross (23 
TC No. 97) is noted primarily because 
in it the Tax Court refused to tax an 
F.H.A. windfall as ordinary income. 
More significant is its affirmation of the 
general rule that a distribution in ex- 
cess of earnings is a return of capital. 
The court refused to apply the rule of 
the Hirshon and Godley cases, in which 
it was said that a distribution is sub- 
ject to capital gains treatment only if 
it results in an impaired capital. 

Similarly, in Michael P. Erburu (23 
TC No. 104) a distribution of appre- 
ciated property by a corporation with 
a deficit was held not to be an ordinary 
dividend, even though the unrealized 
appreciation far exceeded the deficit. 

A subsidiary corporation which makes 
annual payments in excess of earnings 
to its parent will always have a deficit 
in earnings. The parent borrows the 
funds necessary to set up the subsidiary 
and repays them out of earnings of the 
subsidiary which are subject to an in- 
significant tax upon receipt. The subsid- 
iary cannot be attacked as thinly in- 
corporated, since it has no debt. It is 
assumed that the parent has an ade- 
quate capital structure. 





Property was acquired by new corpora- 
tion in tax-free exchange; basis on later 
sale is tranferors’. In 1949 petitioner, 
assessed as transferee, was one of four 
who created a corporation. Two stock- 
holders received preferred and common 
stock with a par value equal in value 
to real estate they transferred; two 
others received stock for cash at par. 
The Tax Court holds that it has long 
been settled that such an exchange is 
tax-free Sec. 112(b) (5)—the 
transferors received stock for cash and 
other property transferred and they 
remained in control—there is no statu- 
tory requirement that the control of 
the transferors inter sese must be pro- 
portionate to the assets transferred by 
each. Upon sale of the property in 
1950, the basis was the transferors’ 


under 


basis, some $700, net value when trans- 
ferred to the corporation, some $17,- 
000. George M. Holstein, III, 23 TC 
No. 115. 


Exchange of their common (54% of 
total) for new preferred by stockhold- 
ers retiring from management, nontax- 
able. A corporation was managed by 
five men, who, with their wives, owned 
all the stock. Three wish to retire and 
leave control with the others. An ex- 
change of the common stock owned by 
the three and their wives for nonvoting 
preferred, redeemable at the option of 
the corporation, would be nontaxable. 
The new preferred would have book 
value and market value equal to the 
common. After the exchange, the pre- 
ferred stockholders had no other in- 
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terest in the corporation (as employee, 
director, officer or otherwise). This is 
a tax-free reorganization as provided 
for under the 1939 Regulations—an is- 
suance of preferred for common. [As 
a practical matter, it is difficult to see 
how the preferred would have the same 
market value as the common (different 
degree of risk and chance of profit) if 
it represents the same percentage of 
book value; nor is it clear why that 
fact is significant. Ed.]. Rev. Rul. 55- 
112. 


Continuity of interest in insolvency re- 
organization. Dissenting judge would 
allow rehearing. The Fifth Circuit held 
(1 JTAX Oct. p. 62) that a corpora- 
tion, formed by bondholders taking over 
assets of an insolvent corporation, did 
not have a basis for the assets equal to 
the old corporation’s basis. It was not 
a tax-free reorganization because there 
was no continuity of interest. The Court 
denies a motion for rehearing. One 
judge dissents—he has been convinced 
that there was continuity because the 
bondholder stepped into the stock- 
holders’ place and retained an equity 
interest in the property by receiving 
common stock in the new corporation. 
San Antonio Transit Company v. Sco- 
field, CA-5, 2/18/55. 
Consolidated returns when _ parent 
changes year to agree with subsidiaries. 
When a parent is given permission to 
change from a fiscal year to a calendar 
year to conform with its subsidiaries, 
the group may file a consolidated return 
for the parent’s short period immedi- 
ately prior to their first calendar year 
consolidated return. The subsidiaries 
must file separate returns for the short 
period they will have prior to the con- 
solidated short period. Rev. Rul. 55-80. 


No short-period proration of $25,000 
surtax exemption. There is no provision 
in the Code for annualizing the $25,000 
corporate surtax exemption. Therefore, 
when one corporation is merged with 
another, each is entitled to a full ex- 
emption for the short period proceeding 
the merger. Rev. Rul. 55-72. 


Advances to proprietorship, worthless 
after its incorporation, were nonbusi- 
ness. From January to November 1946 
taxpayer operated a wholesale gas and 
oil distributorship. Taxpayer advanced 
some $14,000. It was then incorporated 
and the corporation issued a certificate 


May 1955 


of indebtedness of $12,000, secured by 
chattel mortgage. The mortgage was 
later subordinated. From 1947 to 1950 
the business was run by his wife and 
a manager. In 1950 it went into re- 
ceivership. Since the taxpayer was not 
in the business of lending money, the 
debt was nonbusiness and the loss is 
a short term capital one. [No discussion 
of the fact that at the time of the ad- 
vances, the business was a proprietor- 
ship. Ed.] William C. Byers, TCM 


1955-45. 


Parent's basis for property unchanged 
through sale to subsidiary and recovery 
as property dividend. Taxpayer, in June 
1946, sold land to its subsidiary at its 
cost. The parent had no cost for the 
gas rights. At the time, negotiations for 
sale of gas rights under this land were 
alive but not active. In December a 
price was settled. Five days later the 
subsidiary declared a dividend in kind 
of the gas rights (ordinary income to 
parent of 15% of value of $230,000). 
The parent then sold the rights for 
$230,000. The Tax Court finds no busi- 
ness purpose; the taxpayer did not meet 
the burden of showing error in Commis- 
sioner’s position that capital gain of 
$230,000 was realized. Weyl-Zucker- 
man & Company, 23 TC No. 107. 


Cancelation of stockholder’s indebted- 
ness in merger taxed as dividend. Tax- 
payer inherited shares of stock in a 
family corporation in 1933 on the death 
of her father, the founder. She assumed 
part of the debt to the corporation he 
personally and his estate had incurred. 
In 1948, when this debt still stood at 
$67,000, the corporation was merged 
with its 75%-owned subsidiary. The 
Tax Court holds that the forgiveness of 
$67,500 indebtedness was the equiva- 
lent of cash. This has the “effect” of a 
dividend and under the Bedford case 
(325 U.S. 283) should be taxed as such. 
The fact that taxpayer might have 
received more shares in the merged 
corporation had the indebtedness not 
existed does not mean that some of her 
shares were redeemed. John L. Haw- 
kinson, 23 TC No. 117. 


Corporation’s improvements to land 
prior to sale back to 51% stockholder 
not dividend. Taxpayer sold land to a 
corporation, of which he, with his wife, 
owned slightly over 50% of the stock. 
It was agreed that if any part proved 
unsuitable for a citrus fruit orchard, it 


would be sold back at the same price. 
The corporation spent some $25,000 to 
clear the land and $15,000 to plant 
seedlings on part. Part was found un- 
suitable because of lack of water and 
was reconveyed to taxpayer. The clear- 
ing cost applicable to that was about 
$17,000. The earned surplus of the 
corporation was then about $9,000; 
consequently, the Commissioner held 
that taxpayer received a dividend in 
the clearing work to the extent of 
$9,000. The Court finds the transaction 
bona fide; it had business purpose; it 
was acquiesced in by the two other 
stockholders owing 49%. H. L. Mec- 
Bride, 23 TC No. 113. 


Corporation realized taxable gain on 
sale of Treasury stock to employees. In 
1927 the corporation bought back stock 
representing about 25% of the company 
and held it until 1950 when it was sold 
to certain employees who had been 
offered their usual annual cash bonus 
in either cash or stock. The stock of 
the company had always been held by 
persons active in management. The Tax 
Court said merely that it was controlled 
by Burrus Mills, holding that such sales 
amounted to dealing in the stock and 
were taxable (on appeal to the Fifth 
Circuit). The same issue is involved in 
Anderson, Clayton, in which certiorari 
was granted 2/7/55. [The 1954 Code 
specifically excludes gain or loss on 
sale of Treasury stock. Ed.]. Foxon 
Company, TCM 1955-49. 


Distribution of major asset to stock- 
holders prior to their sale of stock 
would be taxable. The corporation re- 
quests a ruling whether a distribution 
of stock of an 80% subsidiary to its 
stockholders will be nontaxable. The 
purpose of the distribution is to remove 
this asset so that a prospective buyer 
of the stock of the corporation will not 
be required to take over the subsidiary, 
which it does not want. However, the 
stock of the subsidiary represents a 
“large proportion of the asset value” of 
the company. The Service rules that 
such a distribution prior to sale is gen- 
erally considered sufficient evidence 
that the purpose is the distribution of 
earnings and profits. Here where there 
will be no continuity of interest of the 
present stockholders in the corporation, 
it is held to be a distribution of earn- 
ings and Section 355 is held not to be 
applicable to a distribution such as this. 
Rev. Rul. 55-103. 
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NEW DEVELOPMENTS IN 


‘raud & negligence 


EDITED BY HARRY GRAHAM BALTER, 11.B. 





Cash-basis net-worth case reveals 


fascinating unrecorded boot-strap empire 


tro NORBETTER was impatient with 
record-keeping. But he was indus- 
trious indeed in acquiring and develop- 
ing properties. Shortage of cash plagued 
him. He expanded on other’s money by 
stretching creditors, and he even went 
so far as to borrow, he thought, at 6%, 
tax money he owed. His failure to real- 
ize that this 6% could be compounded, 
and that there are such things as penal- 
ties, caused his trouble. This is his story, 
and the story of a cash-basis net-worth 
investigation. 

Otto Norbetter was an investor and 
operator. His operations began some 
twenty-five years before in a small way 
and continued with gradual expansion 
for twenty years. At this point and for 
the next few years he embarked on a 
rapid period of expansion and pur- 
chased more than one hundred proper- 
ties of substantial size. 

It was purely a “boot-strap” opera- 
tion in that the expansion was accom- 
plished with no additional capital. In 
lieu thereof Norbetter used money he 
owed for current operations to trade 
creditors, for real estate and personal 
taxes, for interest, and for 
other items even including principal 
payments which could be deferred. But 
most significantly of all, and as it 
turned out later, to his detriment, he 
used money which should have been 
deposited for income taxes due on cur- 
rent earnings. His thinking in the mat- 
ter, like that of many other misguided 
individuals, was that he was borrowing 
money at 6%, which he felt he could 
afford. He did not realize that the in- 


property 
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terest might be compounded and that 
penalties might be added. 


Benign failure to keep records 

In the purchase of properties, Nor- 
better was not so much concerned with 
price as he was by the smallness of the 
down-payment and the amount of the 
principal payment. However, the amor- 
tization of principal and interest pay- 
ments on his purchases became an ever- 
increasing burden as his expansion con- 
tinued. 

Norbetter’s illogical thinking fol- 
lowed not only in his nonpayment of 
taxes on a federal, state, and county 
basis, but in his administration and ac- 
counting. While bookkeeping was done 
at a local level by property agents and 
managers, such records were usually 
poor and inadequate. They did not re- 
fiect the intermingling of operations, 
cross payments, payments by monies he 
withdrew, and many other essential 
items. Nor did these records reflect any 
of the many outstanding obligations 
against his properties. Even the bare 
essentials of documentary evidence, 
such as deeds, contracts, insurance 
policies, and the like, were not kept in 
any intelligible fashion and in many 
cases were lost or destroyed. 

As a natural consequence of all this 
Norbetter’s income tax returns were 
sadly lacking in their completeness. 
That, together with his financial strin- 
gency and inability to pay his taxes, in- 
evitably resulted in an examination by 
the Government and a determination 
of income on a net-worth basis. 
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In the Government’s determination 
for the three-year period of his most 
rapid expansion the net-worth method 
was based on a somewhat unique ap- 
proach, in that it was presumably set 
up on a cash basis. The Government 
contended that because of the poor 
records only a cash basis could be used. 
Truly Norbetter’s predicament was a 
serious one, since in his operation, bills 
for current expenses, real estate and 
other taxes, interest and insurance run- 
ning to ever-increasing amounts were 
unpaid at the end of each year. On an 
over-all cash basis a considerable profit 
was shown with its consequent unbear- 
able tax burden, whereas, in reality in 
so many cases because of poor manage- 
ment, maintenance, and operation, a 
deficit resulted from operation. 

The problem was further compli- 
cated by the fact that while the bulk 
of the properties in this “empire” were 
individually held there were also some 
fifteen to twenty wholly-owned sub- 
sidiary corporations. With loose and in- 
adequate records and co-mingling of 
funds and operation a very serious 
problem arose as the result of such 
corporate ownership and its effect on 
Norbetter’s personal income. 


Objection to use of cash basis 

By this time Norbetter had sought 
and secured financial and professional 
assistance in his effort to salvage his 
operation and to save him from financial 
disaster. His attorneys and accountants 
protested with vigor the Government’s 
so-called cash basis net-worth deter- 
mination. In their protest they stated 
that if the net-worth compilation were 
to accurately reflect the taxpayer's net 
income for the year, then consideration 
must be given to the accruals for real 
estate taxes and interest on contract 
obligations, since the method adopted 
by the Commissioner must be reason- 
able. They further argued that the fact 
that the taxpayer did not elect to report 
his income for the year in question on 
an accrual basis does not bar him from 
accruing such liabilities for the same 
year. To support a net-worth deter- 
mination properly, the accountants pre- 
pared a detailed summary of net-worth 
and supporting schedules as shown in 


Exhibit I. 


The quest for facts 


With some 150 properties scattered 
over the country, the task of securing 
reliable information and data to con- 
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struct proper schedules to support the 
net-worth summary became one of 
major magnitude. The greater part of 
the information had to be secured from 
outside sources, such as banks, trade 
creditors, mortgagees, note and contract 
holders, real estate agents, insurance 
agencies, and the like. Reference was 
made to documentary evidence as more 
fully outlined herein. Naturally, use was 
made of whatever records were avail- 
able in connection with the operation 
of the properties by managers and 
agents. 


Confirmation techniques 
Ascertainment of much of the in- 
formation contained in the net-worth 
schedules was by correspondence and 
use of confirmation techniques. In this 
connection use was made of the stand- 
ard confirmation forms recommended 
by the American Institute of Account- 
ants. In addition, many special confirma- 
tion forms were devised to meet par- 
ticular needs, such as on insurance, un- 
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paid. utility accounts, and deposits, and 
real estate and personal property taxes. 
In this case the determination of the 
correct tax liability was a cooperative 
and friendly venture with the Govern- 
ment and because of that fact a very 
high response was obtained. In fact 
some of the confirmation forms had 
been devised and were circularized as 
direct requests by the Bureau. 

One of the most difficult problems in 
the net-worth determination was that 
of unpaid liabilities and accruals for 
unpaid expenses. In addition to, and as 
part of, the confirmation technique, 
documentary evidence of the following 
nature was scrutinized: 

1. federal tax notices and assess- 
ments; 

2. delinquent tax receipts and re- 
demption certificates on local taxes; 

3. purchase contracts and agree- 
ments; 

4. court orders (stipulations) and 
judgment papers ;eflecting principal 
and interest, satisfaction, and release; 





EXHIBIT I: 


ASSETS 
Cash on hand and in banks 
Accounts receivable 
Merchandise inventories 
Notes and contracts receivable 
Real estate, land & buildings 
Furniture fixtures & equipment 
Automobiles 
Prepaid insurance 
Capital stock of wholly-owned corporations 
Miscellaneous assets (deposits, agencies ) 
Life insurance, investments, etc. 

ToTaL ASSETS 

LIABILITIES 


Accounts payable (trade 
Notes payable to banks and others 


Net-Worth and Determination of Net Income 


12-31-51 12-31-52 


$200,000. $650,000. 


(includes accrued expenses ) 


Other contracts & accounts payable (except land contracts ) 


Land contracts payable 
Mortgages payable 
Real estate taxes payable 
Withholding, social security, etc. 
State income taxes payable 
Accrued interest 

Tora. LIABILITIES 


$ 80,000. 


$320,000. 


DEPRECIATION RESERVES 


Reserve for depreciation buildings 
Reserve for depreciation-furniture & fixtures 
Reserve for depreciation automobiles 


Net Worth at end of Year 


Increase ( decrease ) net worth 


Less: Non-taxable portion long term capital gain 
Capital withdrawals from wholly-owned corporations 
Add: Personal & non-deductible expenditures 


Federal income taxes paid 


Life insurance premiums (less increase cash surrender 


value ) 


Capital additions to wholly-owned corporations 


Net INcoME For YEAR 


$ 20,000. $ 30,000. 
$100,000. $300,000. 
~ $200,000. 

5,000. 
15,000. 20,000. 
$ 15,000. $180,000. 

4,000. 

1,000. 
6,000. $ 26,000. 


$154,000. 





5. mortgages and chattel mortgages 
with reference to down payments and 
interest; 

6. statements of claim for liens (me- 
chanics liens) ; 

7. discharge statements showing re- 
lease of liens; 

8. insurance premium ledger sheets, 
notices of acceptance of contract, in- 
formation on financing of premiums; 

9. loan statements by banks and 
others; 

10. creditors statements and others. 
This is not an all-inclusive list. 


Statement made for each corporation 


Along with the determination of the 
individual items of the net-worth 
schedules, there was undertaken: simi- 
lar determination and verification for 
each of the wholly-owned corporations. 
This was necessary because corporate 
records and returns were likewise faulty 
and inadequate. A complete analysis 
and comparative statements were pre- 
pared for each corporation. From these 
statements it was possible to determine 
how much in each year was paid in as 
additional capital to the corporation or 
was taken out in the form of dividends, 
capital withdrawals, or excess of capital 
invested (capital gains). 

Once the figures in the supporting 
net-worth schedules were deemed com- 
plete, it was an easy matter to set up 
the summary net worth and determine 
taxable income under the net-worth 
basis. Naturally, the items must have 
had to be acceptable to the Govern- 
ment from the standpoint of proof and 
verification. The case was one essen- 
tially of fact and therefore of account- 
ing and once the facts were established 
the closing of the case followed. 

The moral of this story, if any need 
be pointed, is fairly obvious. Proper 
records and accounting should go hand 
in hand with investment and manage- 
ment, as they can be the difference 
between success and financial disaster. 
[Mr. Beretvas is secretary-treasurer of 
Hickory Hotels Co., Inc., Chicago, 
formerly Senior Staff member of Peat 
Marwick, Mitchell & Co.] 







Doctor's income _ reconstructed after 
alterations in cash book found; fraud 
penalties sustained. Taxpayer, an oph- 
thalmologist, prepared his return from 
a day book listing receipts. Chemical 
analysis of the books revealed many 
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alterations, and the agents discovered 
the code used to indicate true receipts. 
Income was reconstructed from the 
cards made up for each patient. This 
the court accepted; it is not incumbent 
upon the government to verify the re- 
computation by proof of net worth 
changes. Rebates from optical com- 
panies, actually paid to his wife, were 
reported on her return. This was im- 
proper because the income arose from 
the professional practice. Capital gains 
reported as long term were actually 
short term. Fraud penalties sustained. 
Jean F. Stern, TCM 1955-40. 


22% to 65% of income 
shows fraud. Taxpayer sent weekly re- 
ports of receipts and disbursements of 
his tavern and farms to an accountant 
who prepared returns from them. How- 
ever, net worth computations showed 
the returns understated income. The 
court increased the opening assets on 
these schedules, but even as adjusted, 
reported income was from 22% to 65% 
of net worth increase. So big a differ- 
ence could not be explained by error. 
Fraud penalties sustained. Martin H. 
Egnash, TCM 1955-37. 


Reporting 


Unexplained unreported income, five 
times that reported, is convincing evi- 
dence of fraud. Taxpayer did not ap- 
pear; the deficiencies, as determined by 
the Commissioner, are therefore sus- 
tained. The size of the deficiencies, re- 
sulting from an omission of 5/, of tax- 
payers income, together with convic- 
tion in a criminal evasion charge for 
one of the years, is held to support 
fraud penalties. Edrie Boyer, TCM 
1955-11. 


No negligence penalty when failure to 
file was due to accountant’s oversight. 
Taxpayer left a signed blank return with 
the public accountant, who had pre- 
pared his returns for 10 years. After the 
return was prepared, it was placed by 
mistake in another client’s file, where it 
was discovered three months after the 
due date. The Court holds that the 
failure to file on time was due to rea- 
sonable cause and not to wilful neglect. 


Lee Fields, TCM 1955-8. 


Over ceiling payments direct to stock- 
holders are income of corporation and 
dividends. From 1942 to 1947, the 
two stockholders of the Beef Company 
collected in cash from civilian cus- 
tomers at from 1 to 5 cents a pound. 


They and their wives reported $129,- 
000 on their personal returns. The Com- 
missioner computed the total at about 
$360,000 by applying 11/, cents on all 
beef sales. The individuals cannot com- 
plain, the inaccuracy is due to their 
failure to keep records. Nor can they 
insist on net-worth corroboration. If 
they wish, they can introduce it as 
defense. The payments, being based on 
corporate sales, are income to the cor- 
poration. No fraud penalties however 
because two different counsel advised 
them it was not. Fraud penalties sus- 
tained as to husbands’; amounts omitted 
too large to be merely inadvertently 
overlooked. No fraud as to wives; they 
simply signed returns as prepared and 
therefore lacked intent to evade. Given, 


TCM 1955-39. 


Special agent described examination as 
“routine.” Can evidence be suppressed? 
Hearing granted. The taxpayer, indicted 
for tax evasion, had previously been 
denied a motion to suppress evidence 
obtained by revenue agents who de- 
scribed the examination as “routine.” 
Subsequently a jury disagreed. The 
motion is made again prior to a new 
trial. Evidence now presented is that 
the type of examination made by the 
agents was described in the official 
manual of instructions as “joint,” con- 
ducted by a Special Agent responsible 
for criminal features and a Revenue 
Agent responsible for audit features. 
The Court grants a hearing on the 
question whether taxpayer's consent to 
an examination was obtained by fraud. 
Wolrich, U.S. v. DC N.Y., 2/8/53. 


$7,500 opening cash allowed in net 
worth computation of frugal rural 
couple; negligence in not filing; no 
fraud. Taxpayer and his wife had very 
little education and as the Tax Court 
judge commented, seemed below aver- 
age intelligence. They had no records 
of their rural restaurant and farm. The 
net worth computation was corrected 
by allowing $7,500 accumulated sav- 
ings at the beginning of the period and 
reducing their living expense estimate. 
The Court found the understatement 
due to ignorance, not fraud. However, 
negligence penalties for the two years 
they failed to file returns were sus- 


tained. Earl Smith, TCM 1955-38. 


Taxpayers’ explanation of net worth by 


cash hoard refuted by frequent small 


borrowings. The Commissioner used 
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net worth schedules to show that tax- 
payers understated their income for 
1943-1947. They claimed they had a 
large cash balance built up by earn- 
ings in prior years and gifts from her 
father. The fact that their business bor- 
rowed frequently and for small amounts 
in the thirties made this claim unbe- 
lievable to the judges. Moreover tax- 
payer claimed her father as a depend- 
ent, inconsistent with his now alleged 
wealth. The Commissioner used net- 
worth statements filed by the taxpayer 
with the Department of State to prove 
their ability to support a relative they 
brought from Greece. The taxpayers’ 
omission over six years of 2/, of their 
income, is convincing evidence of fraud. 


Constantine Thomas, TCM 1955-46. 


District Court erred in failing to make 
finding of fraud. The Court below failed 
to make a specific finding of fact that 
the deficiency was due to fraud with 
intent to evade tax. Certain of the 
Court’s language can be construed as 
in effect equivalent; however, a specific 
finding should be made. The Court also 
erred in stating that the burden was on 
the taxpayer to show the absence of 
fraud; it is on the Commissioner to 
prove fraud. Ohlinger v. U.S., CA-9, 
1/28/55. 


Accounting graduate kept incomplete 
single entry records of slot machine 
business; net worth used and fraud 
found. Taxpayer had a large slot ma- 
chine business. His wife, an N.Y.U. 
graduate in accounting, kept only a 
simple single entry cash record. The 
use of net worth, as evidence, not as a 
method of accounting, was proper in 
view of the unreliability of the books 
kept. While mere failure to report in- 
come does not in itself prove more than 
negligence, the consistent pattern here, 
in view of taxpayer's abilities, points to 
a fraudulent intent Penalties sustained. 
Sam Goldberg, TCM 54-242. 


Estimate 1/, of tax reported, 1/., of 
final liability—penalty sustained. The 
Tax Court corrects its decision in 23 
TC No. 42. Taxpayer had filed an esti- 
mate for 1950; penalty for failure to 
file estimate is therefore improper. 
However, the estimate was $2,500, the 
tax on the return they filed almost $13,- 
000, and the tax, as finally determined, 
over $50,000. Penalty (6%) for sub- 
stantial underestimate sustained. Harry 
Hartley, 23 TC No. 71. 
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NEW DEVELOPMENTS IN > 


Taxation of oil & gas 


EDITED BY GODFREY WM, WELSCH, LL.B., CPA 





Advantages of partnerships under new 


Code analyzed at Southwestern Institute 


ao SOUTHWESTERN LEGAL FOUNDA- 
TION held its Sixth Annual Institute 
on the Law of Oil and Gas and Taxa- 
tion at Southern Methodist University, 
Dallas, on January 19, 20 and 21, 1955. 
As in the past, the Institute was note- 
worthy for the super excellence of the 
speakers and the timeliness of the topics 
presented. 


Tax-wise drilling 

On Friday, January 21, an all-day 
taxation session was held. J. W. 
(Waddy) Bullion, Institute Chairman 
of the Taxation Division of the South- 
western Legal Institute, presided. Rich- 
ard C. Bergen, a partner in O'Melveny 
& Myers of Los Angeles, California, dis- 
cussed “Tax-Wise Drilling and Financ- 
ing of Wells.” He pointed out that the 
sophisticated investor (you can’t hardly 
find any other kind no more) insists on 
adequate protection of his right to 
deduct intangible drilling and develop- 
ment costs and depletion, for tax pur- 
poses, as well as his right to a loss 
deduction against ordinary income in 
the event of a dry hole. Among the 
various methods of financing wildcat, 
semi-proven and proven wells which 
were discussed by Mr. Bergen are as- 
signments reserving overriding royalty 
or net profits interests; assignments re- 
serving only an oil payment; assign- 
ments of a fraction of the working in- 
terest for a free well; assignments of 
checkaboard interests in leaseholds; 
limited partnership agreements; loans 
secured by Deed or Trust or Mortgage 
and providing for assignment of oil 
and gas runs, etc. Mr. Bergen pointed 
out the advantages and disadvantages 
of each method and warned of the pit- 
falls to be avoided by careful planning 
and expert draftsmanship of documents. 
Mr. Bergen also discussed the tax-wise 
drilling of wells, stressing the need of 


planning so the maximum deductions 
and write-offs can be taken during the 
most advantageous tax years and so as 
to get the benefit of the maximum de- 
pletion allowance. 


New uses for partnerships 


J. Paul Jackson, of Robertson, Jack- 
son, Payne, Lancaster & Walker, of 
Dallas, Texas, gave us excellent mate- 
rial on Tax Problems in Oil and Gas 
Partnerships. He stressed the impor- 
tance of the partnership provisions of 
the 1954 Code to tax men advising oil 
and gas clients. We found of particular 
interest Mr. Jackson’s remarks on Sec- 
tion 704(a) of the Code and its possi- 
bilities. Mr. Jackson said: 

“Under the new Code, partners and 
partnership are taxed as under the old 
law. The so-called conduit system is 
retained. Section 704 of the new Code 
provides that ‘a partner’s distributive 
share of income, gain, loss, deduction 
or credit shall, except as otherwise pro- 
vided in this section, be determined by 
the partnership agreement.’ Section 
704(b) provides that a partner’s dis- 
tributive share of “any item of income, 
gain, loss, deduction, or credit’ shall be 
determined in accordance with his 
ratio of income or loss, ‘if the partner- 
ship agreement does not provide as to 
the partner’s distributive share of such 
item.’ In other words, Section 704 per- 
mits the partners to agree with respect 
to any specific item of income, gain, 
loss, deduction or credit, and this agree- 
ment will be recognized in determining 
their respective tax liabilities. 

“This is a far-reaching provision. In 
permitting the parties to agree as to 
specific items of income and gain, the 
statute would allow one partner to take 
all capital gain; another to take tax- 
free interest in municipal bonds. If 
there ‘is a joint venture in which a cor- 
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poration is a member, it could be 
agreed that the corporation, which is 
entitled to an 85% dividend received 
credit, shall be entitled to all dividends 
and the individual member of the firm 
to tax-free interest. The statute permits 
losses of the firm to be shared on one 
basis, gains on another. Permitting 
partners to agree as to specific items of 
‘deductions, however, presents the 
most interesting possibilities to the oil 
and gas tax man. By agreement, certain 
deductions, such as operating expenses 
or intangible development expenses, 
may be shared on one basis; other de- 
ductions, such as depletion or deprecia- 
tion, specifically, on another. Here the 
statute permits the parties, co-owners 
of property and co-earners of income, 
to agree on the incidents of the tax; to 
agree as to which of these co-owners or 
co-earners shall be entitled, for tax- 
return purposes, to specific items of in- 
come and income tax deductions and 
credits. 

“This statute will receive the especial 
attention of the lawyer in the drafting 
of partnership and joint venture agree- 
ments. The ability to contract with 
respect to specific items of income, and 
particularly with respect to specific 
items of deductions, will give to the 
ingenious oil man and his attorney the 
utmost flexibility in devising, under 
partnership or joint venture form, a 
variety of new types of oil transactions. 
As will be shown below, the partner- 
ship or joint venture agreement, cou- 
pled with the use of Section 704, may 
be used as a substitute for the ‘carried 
interest’ or ‘net profits’ agreements. The 
section may be used to attract risk capi- 
tal. For example, the owner of an un- 
developed oil lease or uranium mine 
can secure capital to improve and de- 
velop the property by agreeing with an 
investment group that the investors 
shall be entitled to all intangibles, to 
all depreciation deductions (using the 
fast write-off provisions of the new law) 
and to all statutory depletion until the 
investor shall have recouped his invest- 
ment, after which they will own the 
properties equally. 


Evasion as the principal purpose 
“While Section 704 was designed to 
give the maximum flexibility in the 
drafting of partnership agreements, it 
also presents an avenue for tax avoid- 
ance and abuse. In an effort to prevent 
the section from being used as a tax 
avoidance device, Section 704(b) pro- 
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vides that the agreement as to specific 
items will be ignored and the specific 
items allocated in accordance with the 
general agreement as to sharing of 
profits and losses ‘if the principal pur- 
pose of the agreement is the evasion or 
avoidance of tax.’ It is doubtful whether 
this limitation will be effective in avoid- 
ing abuses. In the past, taxpayers have 
not experienced too much difficulty in 
satisfying a court that his principal pur- 
pose was not tax avoidance. 


Senate report not binding 


“The Senate Committee Report on 
Section 704(b) suggests that in deter- 
mining whether a particular agreement 
relating to a specific item of income or 
deduction has for its principal purpose 
the avoidance of tax, consideration 
should be given to the question of 
whether the agreement has ‘substantial 
economic effect.’ Exactly what is meant 
here is not clear. The phrase, ‘substan- 
tial economic effect,’ is of itself of un- 
certain meaning and will require inter- 
pretation. The test of ‘substantial eco- 
nomic effect’ is not found in the statute 
itself. Under the statute, the test is 
simply whether the principal purpose 
is tax avoidance. While a Committee 
Report should be accorded great weight 
in interpreting the statute, the Report 
cannot serve as a substitute for legisla- 
tion. 

“The absence or presence of substan- 
tial economic effect does not necessarily 
determine the absence or presence of a 
purpose to avoid tax. An agreement be- 
A and B that they will share 
equally the net operating income from 
an oil lease, but that A, the investor, for 
the term of the agreement, shall be en- 
titled to all deductions for intangibles 
and to all statutory depletion may be 
said to have no ‘substantial economic 
effect,’ yet the agreement may still not 
have for its principal purpose tax avoid- 
ance, since the parties are not related 
by blood or marriage; they have dealt 
at arm’s length; and they are both in 
the same income tax bracket. 


tween 


Litigation likely 

“Until the final Regulations come 
down, we are left in some doubt as to 
what the Treasury position may be on 
Section 704. The Regulations may 
adopt either a liberal view, to permit 
parties the maximum flexibility in their 
business arrangements; or they may 
adopt a narrower view, using the Com- 
mittee Report’s ‘substantial economic 


effect’ suggestion as a gloss on the stat- 
ute. There will undoubtedly be litiga- 
tion over this interesting statute and 
even amendatory legislation may be re- 
quired. 

“Despite some uncertainty as to its 
scope, Section 704 should serve as a 
valuable tool in the hands of the lawyer 
representing oil clients. Some interest- 
ing possibilities present themselves. 


Partnership as a substitute 
for the carried interest 


“Under Section 704, a joint venture 
or partnership may be availed of as a 
substitute for the popular ‘carried in- 
terest’ arrangement. The ‘carried inter- 
est’ has been the subject of a number 
of tax articles in previous Southwestern 
Legal Foundation Institutes and else- 
where, and needs no extensive discus- 
sion here. Basically, the transaction is 
as follows: A assigns an oil and gas lease 
to B, who agrees, at his sole expense, 
to drill one or more wells. B is entitled 
to all production until he has recovered 
his entire investment, after which a half 
interest in the lease reverts to A, and 
they thereafter share equally in expense 
and in production. Prior to the Aber- 
crombie decision, it was the Bureau 
policy to allow B, the assignee who 
drilled the well, to take all intangibles 
and, correspondingly, to charge B with 
all income during the pay-out period. 
This was on the theory that B owned 
the entire working interest until a half 
interest reverted to A at the end of the 
pay-out period. Because the investor 
was given a full write-off of intangibles, 
the carried interest arrangement became 
very popular and the tax treatment con- 
tributed substantially in attracting risk 
capital to wildcat operations and in the 
discovery of new oil reserves. 

“The Abercrombie case upset these 
transactions. There, it was held that if 
the assignor had, technically, retained 
title to a half interest in the lease, and 
the assignee was merely lending the 
assignor his share of the development 
money, agreeing to look only to the as- 
signor’s share of production for repay- 
ment, the parties should be regarded 
as equal owners of the lease, each en- 
titled to one-half of the intangibles and 
each chargeable with one-half of the 
income. This meant that the assignee, 
who put up all the money and took all 
the risk, was entitled to only one-half 
of the intangibles; and the assignor was 
given a deduction for intangibles, repre- 
sented by the advances made to him, 
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even though he was not personally 
liable to repay such advances. 

“This decision adversely affected the 
oil industry since investors were not 
willing to risk their money in wildcat- 
ting, unless they could obtain the full 
write-off of their intangibles. The pres- 
ent practice of the Commissioner’s office 
is to limit the Abercrombie decision to 
cases in which the assignor retains title 
to an interest in the working interest. 
The decision is not currently applied 
where the assignor has retained simply 
a reversionary interest. However, the 
Treasury has not officially published its 
position in this regard and lawyers and 
oil operators are left in a state of un- 
certainty as to the tax treatment of 
carried interests. 


Use of 704 might stop uncertainty 


“It would seem that this uncertainty 
could be removed if the parties were 
willing to form a joint venture or part- 
nership and invoke the provisions of 
Section 704. For example, A, the owner 
of a lease, joins with B, the investor, 
and forms a joint venture, limited to the 
development of that particular lease. A 
contributes the lease to the venture. B 
contributes cash sufficient to pay for the 
cost of an exploratory or development 
well. It is agreed, under Section 704, 
that B is to have all intangibles, all 
expense deductions, all depletion and 
all depreciation, and, correspondingly, 
have all income until he has recovered 
from the net cash receipts all of his in- 
vestment. Following this, the parties are 
to share equally in income and expense. 
It would seem that under the clear 
provisions of Section 704, this agree- 
ment as to specific items of income and 
deduction would be recognized. This is 
clearly not a tax-avoidance device and 
it would appear that the exception in 
Section 704(b) would not apply. More- 
over, there would seem to be ‘substan- 
tial economic effect’ to such an arrange- 
ment whereby the venturer who put in 
cash and assumed the risk should be 
entitled to all receipts and to all deduc- 
tions of the venture until he recouped 
his investment. It would seem, there- 
fore, that joint venture coupled with a 
use of Section 704 can be utilized to 
achieve the same economic result as the 
‘carried interest’ and at the same time 
remove the uncertainties engendered by 
the Abercrombie decision. 


Depreciation deduction can be saved 


“The use of the joint venture device 
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has another advantage over the ortho- 
dox carried-interest arrangement. It will 
save the parties depreciation deduc- 
tions. Under the carried-interest ar- 
rangement, when the property pays out 
and a half-interest reverts to A, the as- 
signor, A, takes title to a half-interest 
in the well, including the well equip- 
ment, but since A has no investment in 
the equipment, he is entitled to no de- 
preciation thereon. B, who has paid for 
the equipment, likewise cannot depre- 
ciate the half passing to A, because he 
no longer owns that half. Under current 
Treasury practice, B’s cost of that half 
of the equipment becomes a part of B’s 
leasehold cost. This increase in B's 
leasehold cost is usually of no benefit to 
him since he will be using statutory de- 
pletion. Thus, the carried interest ar- 
rangement involves a loss of deprecia- 
tion to the investor after the pay-out of 
the properties when an interest in the 
equipment in the well passes to the as- 
signor. Under the joint-venture plan, 
however, the joint venture or partner- 
ship which purchased the equipment 
with B’s cash contribution still owns the 
equipment after the cash contributor 
has recouped his contributions. Depre- 
ciation would still be allowed the part- 
nership on all of the equipment. Under 
Section 704, this full depreciation, after 
pay-back to the investor, could be either 
divided between the parties or allocated 
altogether to the investor. 


Partnership as a substitute 
for the “net-profits” transaction 

“The so-called ‘net-profits transac- 
tion’ became popular following the un- 
certainties engendered by the Aber- 
crombie case. In this transaction, A 
would assign the lease to B, who would 
agree, for the duration of production, 
to pay A one-half of the net profits. 
‘Net profits’ would be defined to be 
gross production less all expense, in- 
cluding all development expense. This 
transaction avoided the results of the 
Abercrombie case. B, for tax purposes, 
is recognized as the owner of the lease, 
and as such is entitled to all intangi- 
ble charge-offs, and, correspondingly, 
charged with all income. The net profits 
paid to the assignor do not, by defini- 
tion, commence until B, the investor, 
has first deducted from his receipts all 
of his expenses, including development 
expense. The net profits paid to A are 
treated as royalty payments, deductible 
by B and includible in A’s income and 
A is entitled to depletion thereon. Thus, 
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the net profits transaction was in the 
nature of a perpetual carried interest. 
It had the tax advantage of avoiding 
the uncertainties created by the Aber- 
crombie decision and of giving B, the 
assignee, the full write-off of intan- 
gibles. 


Disadvantage of net-profit deal 


“However, this type of transaction 
has certain disadvantages. It gives to A, 
the assignor, only a contractual right 
to a share of B’s net profits. What is 
the nature of this net-profits interest 
under the property law of Texas and 
the other oil producing states? Is it an 
interest in land in the nature of a profit 
a prendre or is it merely a personal 
covenant to pay a sum of money meas- 
ured by profits? What are the rights of 
A as against B’s creditors in event of 
B’s insolvency or bankruptcy? Does A 
have an assignable property interest in 
the oil in place? Apparently these ques- 
tions have not been definitely answered 
by the courts. The uncertain nature of 
the net-profits interest made it difficult 
for A to borrow against or sell his inter- 
est. Moreover, A, holding only a net- 
profits contract, could not participate in 
the control, management or operation 
of the lease except under some side 
agency arrangement with B. He was not 
a tenant-in-common, with the rights of 
a co-tenant in the matter of develop- 
ment. 

“If, instead of entering into a net- 
profits transaction, A and B were to 
form a joint venture to drill, develop 
and operate the lease, A contributing 
the lease and B cash to develop, they 
could, under Section 704, achieve the 
effect of a net profits transaction by 
allocating the first cash to B until he 
recouped his investment and then divide 
the net income between them. This 
would be an improvement over the 
net-profits transaction in that A would 
have a better title. He would own a 
half interest in the lease as tenant-in- 
partnership, subject only to B’s prior 
right to the first income. He would have 
a marketable and bankable property. 
Also, as partner, he could participate in 
the management and control of the 
jointly owned property. 


Investor loses depletion deduction— 
“Also, in some situations, the net-profits 
transaction causes a loss in part of 
statutory depletion to B, the investor. 
This is brought about in the computa- 
tion of the 50% limitation on B’s statu- 


tory depletion. In the computation, the 
net profits paid to A are first deducted 
from B’s gross production, as a royalty, 
and the difference is B’s ‘gross income.’ 
There is thus deducted all of B’s ex- 
penses and the net is B’s ‘net income 
from the property.’ Statutory depletion 
cannot exceed 50% of this amount. The 
subtraction, first, of the ‘net profits’ paid 
to A frequently causes a loss to B in 
depletion allowances. The joint venture 
arrangement will give to B more statu- 
tory depletion during the pay-back pe- 
riod. 

“It is suggested, therefore, that Sec- 
tion 704 will permit the use of the joint 
venture or partnership as a substitute 
for both the carried interest and the net 
profits transactions, and will have cer- 
tain advantages over both. 


Possible use of Section 704 in 
the free-well type of transaction 


“Frequently, the owner of a lease is 
willing to assign a half interest for a 
free well. He retains a half interest and 
expects to receive half of the production 
from the beginning if the well pro- 
duces. Under the Treasury Regulation, 
the assignee is allowed only half of his 
intangible expenditures because his in- 
tangible allowance is limited to his frac- 
tional interest in the ‘operating rights’ 
or working interest. Because he gets a 
write-off of only half of his intangibles, 
this type of deal is objectionable to the 
assignee. Because of this objection, 
many trades have been called off. To 
circumvent this objection, a variety of 
artificial devices are sometimes used. 
One device is to assign to B the entire 
drillsite, A reserving an overriding roy- 
alty in an amount roughly equivalent 
to a half interest in the working in- 
terest. Then, A assigns to B half of the 
remainder of the lease. The purpose 
of this is to give B the full working in- 
terest in the first drillsite so that he 
may have a 100% write-off of intan- 
gibles, and, at the same time, give A, 
the assignor, a share in the first pro- 
duction represented by his retained 
override. This is an awkward arrange- 
ment. In the first place, it is difficult to 
agree on an override that will be the 
equivalent of a half interest in the 
working interest. Next, it puts the work- 
ing interest in the wrong hands because, 
generally, A is to be the operator. Fin- 
ally, if B owns all the working interest 
in the drillsite and A has only an over- 
ride in that well and they both own 
the remainder of the lease and all sub- 
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sequent development wells on a fifty- 
fifty basis, separate tank batteries may 
be required with added expense to the 
parties. 

“Thus, there is presented the ques- 
tion of whether use may not be made 
of the joint venture and Section 704 in 
this type of trade. If A were to con- 
tribute the lease to a joint venture and 
B were to contribute cash to drill the 
first well, could they not, under Section 
704, agree that B is to have all of the 
partnership intangible deductions at- 
tributable to the first well (and all de- 
preciation attributable to the first well), 
but that they will share equally in net 
operating income and share equally in 
the statutory depletion allowed to the 
partnership? If this can be done, the 
free well problem is solved and A can 
share in production and B can take 
advantage of the full write-off. 

“It would seem that this can be done 
under Section 704. That section per- 
mits partners to agree as to ‘specific 
items of partnership income and de- 
ductions. We are to assume that a bona 
fide joint venture or partnership has 
been formed and that Section 704 is 
applicable. This is an arm’s length trans- 
action and does not have for its princi- 
pal purpose tax avoidance. And since B 
is actually putting up the cost of drill- 
ing the first well, there seems to be ‘sub- 
stantial economic effect’ in allowing him 
the full intangible write-off. 


Circumventing the Regulation 
“The argument against this type of 


agreement would be that the parties 
are thus circumventing the Regulation 


which limits the intangible deduction 
to the taxpayer’s interest in the work- 
ing interest, and B, as tenant-in-partner- 
ship has only a half interest in the lease. 
The answer would seem to be that the 
partnership is a separate tax entity for 
this purpose, and the partnership, being 
a valid partnership, has incurred the in- 
tangibles and the parties, under the 
sanction of Section 704, are simply 
agreeing as to a division of partnership 
deductions, as permitted by that sec- 
tion. In other words, it would appear, 
if a partnership is formed, the new 
statute (Section 704) overrides the old 
Regulation. 
Treasury should go along 

“Whether the Treasury will adopt 
this view will depend on its policy with 
Section 704. A _ liberal 
policy, designed to give taxpayers maxi- 


reference to 


mum flexibility in their business ar- 
rangements, will result in an approval 
of this type of agreement. A narrower 
policy of enforcement may produce a 
different approach. Since the parties 
may, in the awkward fashion described 
above, accomplish in another way the 
result of giving the investor his full 
write-off, it would appear that there is 
no strong tax policy objection to a more 
liberal approach to Section 704 in this 
type of case. 

“However, until the Treasury makes 
known its position in this type of case, 
the careful tax man will proceed cau- 
tiously and would be well advised to 
seek an advisory ruling from the Treas- 
ury. 

“The foregoing is merely illustrative 
of some of the possibilities in Section 
704. Undoubtedly, that section will be 
used to fashion a variety of new and 
unique transactions in the oil business. 
It may also be subject to some abuses. 
It will, undoubtedly, be the subject of 
litigation. The developments in this area 
should be of extreme interest to the oil 
practitioner.” 


Other matters discussed 

Other speakers at the taxation ses- 
sion, and their topics, were Homer Jack 
Dallas, Texas—“Oil 
Transactions of Exempt Organizations”; 
Rene Paul Henry, Tulsa, Oklahoma— 
“Natural Resource Provisions and Other 
Provisions of the Code Affecting Oil 
and Gas Transactions”; J. A. (Brad) 
Martin, Texas—“Corporate 
Distributions and Adjustments Relating 
Clyde W. (Bill) 
Houston, Texas—“Recent 
Decisions Affecting the 
Taxation of Oil and Gas Interests,” and 
Sanford M. Stoddard, Salt Lake City, 
Utah—“Uranium: A New Industry and 
Its Tax Problems.” 

We hope to be able to bring you ex- 
cerpts from some of these papers in 
later issues of THE JOURNAL OF TAXA- 
TION. As in the past, all of the complete 
papers presented at the three day ses- 
sion will be published in book form by 
Matthew Bender & Co. While we do 
not know, at this writing, the price of 
the book, it may be obtained from Ben- 
der, Albany 1, N. Y. 

Next year’s Institute, the seventh in 
this highly successful series, is tenta- 
tively scheduled for January 25, 26 and 
27, 1956, at the Southwestern Legal 
Center, Southern Methodist University, 
Dallas, Texas. % 


Fisher, and Gas 


Houston, 


to Oil Companies”; 
Wellen, Jr., 
Rulings and 
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New decisions 





Oil and gas royalties not “rent”; there- 
fore non-taxable to insurance company. 
Life insurance companies are taxed on 
“gross income from interest, dividends 
and rents.” The Court holds that this 
does not include oil royalties. One dis- 
sent on the ground that rent can be 
interpreted very broadly and it is clear 
the intent of Congress was to tax all 
investment income. Great National Life 
Insurance Co., v. Campbell CA-5, 
2/18/55. 


Ordinary treatment processes of shale 
and slate. Percentage depletion is com- 
puted on gross receipts from mining 
the property, including not only the 
extraction but also the ordinary treat- 
ment processes. In treatment of shale 
and slate, this includes primary crush- 
ing but not firing and screening. Rev. 
Rul. 55-78. 
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Advantages of funding a pension plan 


through a qualified trustee 


by CaARLYSLE A. BETHEL, senior vice-president 


Wachovia Bank and Trust Company 


NUMBER OF PLANS providing 
grows, it be- 
comes increasingly necessary for man- 


AS THE 
retirement benefits 
agement to understand thoroughly both 
the tax and operating advantages of 
each of the two major methods of fund- 
ing pension plans. There is considerable 
difference of opinion as to whether the 
insured method is the 
My purpose in this ar- 


trusteed or the 
most desirable. 
ticle is to describe what appears to me to 
be the advantages of the trusteed plan. 
Of course, | 
pant, for the 


am an interested partici- 
bank with which I am 
associated presently administers about 
135 trusteed plans. The subject is con- 
troversial, and I am presenting one side 


of it here. 


Flexibility of trusteed plans 

A trusteed pension plan is completely 
flexible. Subject to Section 401 of the 
1954 Code 
crimination and tax avoidance and con- 
sistent with general standards within 
the industry, the plan may be written 
by the employer in accordance with re- 


, which seeks to prevent dis- 


tirement provisions dictated entirely by 
the employer, and may be amended by 
it at any time to meet changing condi- 
tions and experience. It is not necessary 
to conform to procedures or require- 
ments of ancther party to the plan and 
its actual administration may be under 
the control of the pension committee 
appointed by the company. It is clear 
from the experience of the past several 


1 The author acknowledges the assistance of Wil- 
liam H. Westphal, CPA, partner of the accounting 
firm of A. M. Pullen & Co., Greensboro, who 
prepared the tax annotation for this article. 


decades that a pension plan is not a 
static thing. It is made for the future 
and it may be necessary to revise it to 
serve the needs of the future. For this 
flexibility and ease of amend- 
ment are very important considerations. 
Section 401(a)(3)(A) and (B) 

the 1954 Code (165(a)(3)(A) and 
(B) of the 1939 Code) define a non- 
discriminatory trust. This may be es- 
tablished by qualification under the so- 
called 70% rule or by means of qualifi- 
cation of a classification approved by 
the Secretary or his delegate. The 70% 
rule qualifies the trust if it will benefit 
70% of all the employees, or 80% or 
more of the employees who are eligible 
to benefit if 70% or more of the em- 
ployees are eligible to benefit under 
the plan. The statute excludes certain 
employees from the basis of this com- 
putation. Most plans will, in all prob- 
ability, be qualified under Section 
401(a)(3)(B), without regard to the 
70% rule, by the establishment of a 
classification found by the Secretary or 
his delegate to be non-discriminatory. 


reason, 


Coordination with Social Security 


The plan may be geared into social 
security benefits. In such case, any in- 
crease in social security benefits in fu- 
ture years will automatically reduce the 
cost to the company of the benefits pay- 
able out of the trust under the plan. 
Such reduction in cost is important be- 
cause any increase in social security 
benefits will eventually involve an in- 
crease in taxes on the company. 

Section 401(a)(5) provides that the 
integration of a plan with social security 
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benefits will not disqualify it. It may 
exclude employees whose entire re- 
muneration is subject to social security 
withholding. It may also take social 
security benefits into account, so that 
benefits on compensation not included 
under social security may differ from 
that which is included under social 
security. This section is practically 
identical with Section 165(a)(5) of 
the 1939 Code. 


Reinvestment advantages 


The full amount of all income earned 
by the trustee in the investment of the 
company’s contributions is applied 
toward the cost of benefits payable un- 
der the plan. Such income is completely 
free from any tax and, compounded 
through reinvestment by the trustee 
over the years during which it is de- 
rived, serves to pay a very substantial 
part of the benefits. The actual money 
saved through a funded pension plan 
(as compared with paying retirement 
benefits directly from company earn- 
ings) is equal to the income earned on 
the amounts which would have been 
paid out in income taxes if the funded 
plan had not been established. 


An example 


For example, assuming a constant tax 
rate of 52%, the company reduces its 
taxes by 52 cents on each dollar it pays 
out for retirement purposes. Therefore, 
the cost to the company of each pen- 
sion dollar is actually 48 cents. This is 
true irrespective of whether it con- 
tributes the dollar to a funded plan or 
pays it directly to a retired employee. 
However, if the company contributes a 
dollar to a funded plan in 1954 for use 
in paying part of a retirement benefit 
to an employee retiring in, say, 1974, 
the company thereby obtains the use of 
52 cents for twenty years. Invested tax- 
free by the trustee under the plan at 
the actuarial rate customarily used of 
21/.% (although the trustee can us- 
ually do much better), the 52 cents 
would earn 26 cents during such time 
(52 x 21/, x 20). If compounded, 
about 7 cents more would be earned, 
making a total of about 33 cents. That 
is, during such a period the company 
in effect makes 33 cents on each 52 
cents of tax involved. This illustrates 
the true financial efficiency of a funded 
plan. If the tax rate should be higher 
or lower than the percentage used in 
this example, the results would vary 
correspondingly but the principle holds. 
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A competent trustee can obtain for 
a trusteed pension plan with reason- 
able safety of principal a greater rate 
of yield than is ordinarily allowed un- 
der other types of pension plans. Even 
an additional rate of 1/, of 1% would 
serve to reduce the total cost to the 
company more than 10%. 


Economy of operation 

There are no loading, severance, or 
lapse charges, nor are there any state 
premium taxes. All contributions made 
by the company in respect of a with- 
drawn employee (that is, turnover) and 
all income obtained by the trustee from 
the investment of the contributions are 
available for the benefits of participants 
who actually retire under the plan. In 
other words, all of every dollar con- 
tributed to the plan and all of every 
dollar of tax-free compounded income 
earned can be used to pay benefits. 
The only charges in respect of the plan 
are those of the actuary and the trustee. 
(The attorney’s fee for drawing and 
qualifying the plan is, of course, payable 
but this is not a recurring expense.) 
The amount of such charges can be 
definitely ascertained in advance, and 
they are quite reasonable in relation to 
the number of employees involved and 
the amount of the assets of the trust. 
After the trust has attained a reason- 
able size (equivalent to several years’ 
contributions), a small fraction of the 
annual income obtained by the trustee 
from the investment of the trust’s assets 
would ordinarily cover all of the admin- 
istrative costs. 

Early retirement benefits can be made 
available under the plan after a desig- 
nated number of years of service which, 
in proper cases, can serve as disability 
benefits under the control of the com- 
pany. As such benefits are usually the 
actuarial equivalent of service credits 
accrued to the time of early retirement 
or disability, no substantial additional 
cost to the company is incurred thereby. 


Relief from burdensome payments 

The company has no liability to make 
any contributions to the plan in any 
future year and it has considerable 
latitude from a tax standpoint in the 
amounts as well as the timing of any 
contributions it does make. The latitude 
in making company contributions for 
each future year the plan is in effect 
can be expressed as a minimum and a 
maximum for tax purposes. 

In absence of reasons of business 


necessity and assuming the ability of 
the trust to pay all benefits due for the 
year, the minimum annual contribution 
required in each future year to keep the 
plan qualified under the tax laws is such 
amount, if any, as is necessary to pre- 
vent the then unfunded past service 
cost from increasing to a total greater 
than the past service cost was at the 
time the plan was established. The then 
unfunded past service cost includes by 
definition any interest thereon (com- 
puted at the actuarial rate) which has 
not been funded, and also any cost ac- 
cruing after the plan was established 
which has not been funded. 


Another example 


For example, assume $500,000 past 
service cost and $40,000 current serv- 
ice or one year cost. In each of 4 years 
the company funds $50,000 of past 
service cost and all of current service 
cost, bringing past service cost down 
to $300,000. In the fifth year the com- 
pany decides it does not wish to con- 
tribute or wishes to contribute only a 
relatively small amount. It can arbi- 
trarily do so without any reason of busi- 
ness necessity in the fifth and succeed- 
ing years up to the point where the 
accrual of the actuarial interest rate 
and current service costs build the un- 
funded total back to $500,000. The 
trusteed method is the only one having 
as much flexibility in funding. 


Termination without penalties 


Moreover, while the tax laws and 
rulings provide that the term “plan” 
implies a permanent program of fund- 
ing stated benefits, business necessity 
may justify suspension of all contribu- 
tions by the company for a year or for 
several years or even curtailment or 
complete termination of the plan. Such 
suspension incurs no lapse or surrender 
penalties. 

Under a customary method of fund- 
ing costs, the maximum annual contri- 
bution that can be deducted by the 
company for income tax purposes in 
one year is equal to the sum of one 
year’s cost (that is, the current service 
cost) plus 1/10th of the past service 
cost. 

Section 404(a)(C) of the 1954 Code 
provides for a deduction equal to the 
normal cost of the plan, plus 10% of 
the cost which would be required com- 
pletely to fund or purchase the pension 
or annuity credits. This section is sub- 
stantially identical with Section 23(p) 
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(1)(A) (111) of the 1939 Code. 

Within the limitations of the mini- 
mum and maximum described above, 
the company may contribute and de- 
duct for tax purposes in any year, any 
amount it decides to pay toward the 
cost of the benefits under the plan. 
The company may also contribute in 
any year any additional sum it desires, 
which will be deductible for tax pur- 
poses in succeeding years within the 
minimum and maximum tax limits for 
the succeeding years. 

In case of complete termination for 
reasons of business necessity as men- 
tioned above, each participating em- 
ployee (including those then retired 
under the plan) will usually be entitled 
ratably to benefits to the extent they are 
then funded by the contributions of the 
company during the years the plan was 
in effect, plus the net income earned 
after deducting such administration ex- 
penses as are paid by the trust. 

If the amounts contributed to the 
plan by the company should prove to 
be more than is required to pay bene- 
fits due under the plan, the excess may 
revert to the company. (For example, 
high unanticipated turnover. ) 


Mortality risks are over emphasized 


Some emphasis has been put on the 
fact that the mortality rate has de- 
clined greatly in recent years and that 
therefore it may be dangerous to use 
an uninsured plan to fund pensions 
payable over the lifetime of a person. 
Two observations may be made about 
that. 

First, the improvement in mortality 
has been mostly in persons younger 
than retirement age. Improvement in 
mortality at ages beyond 60 has been 
less than 10% in recent years, and ac- 
tuaries for both trusteed plans and in- 
surance companies have already com- 
pensated in their mortality tables for 
such improvement. 

Second, if improvement in the older 
group does become substantial with 
medical advance, mortality assumptions 
will be revised accordingly. In such 
case pension reserves held by both 
trustees and insurance companies will 
have to be increased. That is one of 
the reasons why the amount of pre- 
miums under an insured group annuity 
plan are usually not guaranteed for 
longer than five years. 

It can be said reasonably that the 
“insurance” currently being bought is 
against deviations from the present level 


ot] 

w 

» 
} 
e) 
4 
2 


bi ee 








298 * The Journal of Taxation * 


of mortality. It has been estimated that 
a 10% adverse change in mortality ex- 
perience could ordinarily be offset by 
an additional 1/, of 1% in yield from 
investments. It has also been estimated 
that where 100 or more employees are 
covered by a trusteed pension plan, 
the risk of adverse deviation over a rea- 
sonable period of time is negligible. 


Tax dangers under Section 503 

Care should be exercised to prevent 
the trust from becoming involved in 
certain prohibited transactions which, 
if engaged in after March 1, 1954, will 
result in the loss of exemption to the 
trust. These are enumerated in Section 
503(c) of the 
when the trust: 


1954 Code, and occur 
1. lends any part of its income or 
corpus, without the receipt of adequate 
security and a reasonable rate of in- 
terest, 

2. pays any compensation, in excess 
of a reasonable allowance for salaries or 
other compensation for personal serv- 
ices actually rendered, 

3. makes any part of its services 
available on a preferential basis, 

4. makes any substantial purchase of 
securities or any other property, for 
more than adequate consideration in 
money or money’s worth, 
part of its 


5. sells any substantial 


securities or other property, for less 


than an adequate consideration in 
money or money's worth, 
other transaction 


which results in a substantial diversion 


6. engages in any 


of its income or corpus to: the creator 


May 1955 


of such organization (if a trust); a per- 
son who has made a substantial contri- 
bution to such organization; a member 
of the family (as defined in § 267(c) 
(4) of an individual who is the creator 
of such trust or who has made a sub- 
stantial contribution to such organiza- 
tion; or a corporation controlled by such 
creator or person through the owner- 
ship, directly or indirectly, of 50% or 
more of the total combined voting power 
of all classes of stock entitled to vote 
or 50% or more of the total value of 
of stock of the 


shares of all classes 


corporation. 


Death benefits possible 


A trusteed pension plan can provide 
a death benefit, if such is desired, by 
paying upon a participant’s death the 
actuarial accumulated under 
the plan in respect of him. Another 
way to provide death benefits would 
be to use group life insurance in addi- 
tion to the trusteed pension plan. 


reserve 


Summary of advantages 


To sum up, the wholly invested or 
trusteed approach to pension planning 
affords: 

1. maximum income, 

2. minimum administrative costs, 

3. complete flexibility in: 

a. contractual provisions, 
b. integration with OASI, 
c. benefit payments both before or 
after normal retirement, 
d. the years and amounts of fund- 
ing, and 
e. the investment of the funds. 





Revocation of P.S. 19 may give big push 


to qualified pension, profit-sharing plans 


\ HEN REVENUE RULING 54-398 re- 

voked P.S. 19, it opened up the way 
for estate-tax-free death benefits. Under 
P.S. 19 issued in 1944, says Samuel P. 
Ain, well-known actuary, an employee 
was required to have an unrestricted 
right to name a death beneficiary in 
order for a plan with death benefits to 
qualify under the old Section 165. A 
consequence of this was that the death 
benefit was includible in the employee’s 
gross estate. 

“This advantage is carried even fur- 


ther,” continues Mr. Ain (we quote 


from Trusts and Estates), “under Sec- 
tion 2039(c) of the 1954 Code where 
payments under a noncontributory plan 
from a trust qualified under Section 
401(a) are excludible from the gross 
estate of a decedent dying after Decem- 
ber 31, 1954 if they are payable to 
beneficiaries and not the estate. In a 
contributory plan the amount exclud- 
ible is the value of the benefit not pro- 
vided by the decedent’s own contribu- 
tions. 

“In addition to estate tax conse- 
quences, the revocation of P.S. 19 opens 


the door to the inclusion on a scale 
hithe:.o impossible in qualified pen- 
sion plans, of death benefits in the form 
of annuities to widows and dependent 
children 

“Death benefits payable over a period 
of time to widows and dependent 
children have several advantages over 
lump sum payments. 

“An individual’s need for death bene- 
fits is generally greatest in the years 
closely following his marriage, tending 
to decline as the children approach ma- 
turity and independence. The financial 
loss to his family in case of death im- 
mediately before retirement is gener- 
ally substantially less than in case of 
death at an early age. 

“It would appear to be arbitrary, 
therefore, that the death benefit pay- 
able an employee's beneficiary in the 
typical pension plan is either one that 
does not vary with his age at death or 
one that increases with age. There is no 
compensating factor to adjust for the 
fact that the demands on his financial 
support are, in part, decreasing. Also, 
under the typical pension plan the death 
benefit is the same for people with or 
without dependents. By providing 
death benefits partially as a lump sum 
and primarily as annuities, ‘a more bal- 
anced program can be developed. A 
closer relationship can thus be main- 
tained between the death benefit and 
the needs of the employee’s depend- 
ents. 

“If death benefits are payable di- 
rectly from the trust without the use of 
insurance contracts, careful considera- 
tion must be given to the possibility of 
a relatively large number of deaths oc- 
curring within a short period of time. 
When the benefit is in the form of a 
lump sum there may be a serious finan- 
cial drain on the assets. If, on the other 
hand, the benefit has the same value as 
the lump sum but is payable over a 
period of years, the financial drain on 
the assets of the trust will be consider- 
ably reduced. 

“The estate tax advantages of the 
P.S. 19 and Section 
2039(c) may well create a further 
impetus to the adoption of qualified 
pension and profit sharing plans. What 
is even more important is that we are 
no longer faced with an arbitrary pro- 
hibition against the inclusion of a form 
of death benefit which both socially 
and economically is more desirable than 
the form of death benefit generally 
found in plans today.” ; 
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Tax informer’s reward is not long-term 
compensation. The decedent gave in- 
formation to the Bureau of Internal 
Revenue concerning tax irregularities of 
his former employer whom he served 
as tax counsellor. Decedent first called 
at the Bureau in March 1943, and the 
investigation following thereon termi- 
nated in August 1944. Decedent’s wife, 
as executrix of his estate, applied the 
long-term compensation statute to the 
$75,000 reward and allocated the 
money to her husband’s tax returns for 
the years 1941-1948. The court held 
that the reward was not earned over a 
period exceeding 36 months. The time 
spent in investigating the situation 
while decedent was still employed was 
not time spent earning the reward since 
he was being compensated therefor by 
his employer; nor could the period after 
his death in 1944 be included. Further, 
the award is paid for information alone, 
and not for investigative efforts. Barker 
v. Shaughnessy, DC N.Y., 11/29/54. 


“Gifts” by corporaticn are taxable in- 
come to officer-stockholder. Taxpayers 
were officers, founders and stockhold- 
ers of an insurance company. The board 
voted them gifts of $25,000 and $12,- 
500, payable over five years and charged 
it to surplus. This court agrees with the 
Tax Court that the amounts are tax- 
able income. The court is not bound by 
the language of the minutes, or the 
testimony of other officers, that a gift 
was intended. It can draw contrary in- 
ferences from the surrounding facts, 
including uncompensated services. Wal- 


lace v. Comm , CA-5, 3/2/55. 


Option found to be taxable; was part 
of salary contract; income arose at ex- 
ercise, not time of grant. Taxpayer's 
contracts to serve as president of Sono- 
tone (executed in 1936, 1939, 1944) 
each included an option to buy 30,000 
shares (out of 800,000) at the market 
at time the option was granted. He 
exercised part in 1940 and 1944 and 
bought 10,000 shares at $27,000 less 
than market value in 1947. This the 
Tax Court held was ordinary income. 
The Court was not impressed with tax- 
payers testimony about 
purpose. Since the option had no value 
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when granted, the compensation must 
have been intended to arise upon exer- 
cise. The Commissioner’s failure to as- 
sess tax on prior exercise of part of the 
option in 1940 and 1944 is no bar to 
assessment in 1947. There was no worth 
to taxpayer's argument that disclosure 
of the option on prior returns meant 
that through this disclosure, he had not 
omitted 25% of gross income. Dean 
Babbitt, 23 TC No. 108. 


Stock for unpaid salary, in proportion 
to holdings, not income. [Acquies- 
cence.] The 90% stockholder of a cor- 
poration agreed to take stock for his 
unpaid $9,000 salary. To maintain pro- 
portionate interest, a $1,000 bonus, 
payable in stock, was authorized for 
the other stockholder-employee. The 
$10,000 was entered as expense and 
deducted by the corporation. The Court 
holds that Eisner v. Macomber is con- 
trolling here and the issuance of com- 
mon stock to common stockholder is 
not income to him. Deloss E. Daggitt, 
23 TC No. 6, Acq. IRB 1955-7. 


Indirect ownership of employer bars 
tax-favored option. If the option price 
is less than 110% of fair market value 
of the stock at the time an employee is 
granted a restricted stock option, tax 
benefits will not be permitted to one 
who owns, directly or indirectly, more 
than 10% of the voting power of the 
employer, its parent or subsidiary. The 
Service holds that an employee shall, 
for this purpose, be deemed to own 
stock owned by his father, mother and 
trusts (of which he is a beneficiary) 
which own stock of a corporation own- 
ing stock of the employer. Rev. Rul. 
55-104. 


Pension plan not necessarily disquali- 
fied because employer has only one 
employee. Despite the fact that the 
Code refers to a plan covering “em- 
ployees,” a plan may be qualified even 
though it covers only the employer's 
one employee. Rev. Rul. 55-81, IRB 
1955-7, 20. 


Death payment to $5,000 under group 
annuity contract may be nontaxable. 
A group annuity contract, communi- 
cated to the employees, will be deemed 
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to constitute an established plan and 
a death benefit, up to $5,000, may be 
tax-free, if the employee had no non- 
forfeitable right to it prior to death. 
The exclusion however, will not apply 
to a death payment made out of a 
reserve which would have been used 
to purchase an immediate or deferred 
annuity had the employee left the em- 
ployer prior to death. Rev. Rul. 55-74, 
IRB 1955-7, 11. 


Taxability of retirement and disability 
pay under Career Compensation Act. 
The ruling analyzes the taxability of 
retirement and disability pay to mem- 
bers of the armed forces under the 
1949 Act. Amounts paid for disability 
are nontaxable; those based on length 
of service are. Members retired before 
1949 who elect to come under the new 
law, will be taxed on retroactive lump 
sum adjustments when received (if on 
a cash basis). While the reporting of 
income in prior years will not be dis- 
turbed, consideration must be given to 
the portion treated in those years as 
tax exempt in determining the portion 
of retroactive adjustments to be treated 
as nontaxable. IRB 55-88, IRB 1955-8, 
8. 


Capital gain on pension termination 
in reorganization. [Nonacquiescence.] 
Taxpayer’s employer was dissolved in 
a reorganization, and taxpayer received 
a distribution on account of the termi- 
nation of the profit-sharing plan. This 
was capital gain because taxpayer re- 
mained in employ of the new company 
and was entitled to the same benefits 
on termination of service or of the 
plan. Mary Miller, 22 TC 293, non-acq., 
IRB 1955-7, .6. 


Settlement of stockholders’ suit was ex- 
pense reimbursement, not compensa- 
tion; Sec. 107 inapplicable. Taxpayer 
was president and stockholder of a 
corporation. He sued, in a stockholders’ 
derivative action, for the return of cer- 
tain shares of stock he alleged had been 
illegally issued to others. In settlement 
of this suit, his attorney was paid cash, 
and he received shares with a market 
value of $15,000, “to reimburse him for 
expenses” incurred in the suit and to be 
incurred under a gas contract he also 
received. Since the shares were in re- 
imbursement, they were not compensa- 
tion for services rendered and the value 
cannot be reported over a period of 


time. Curtis B. Dall, 23TC No. 75. 
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Limitations on tax collections made more 


favorable to government by new Code 


eren TIME for the statute of limi- 
tations on collectibility of taxes is 
made more uniform under the 1954 
Code. These changes, and others, were 
explained recently by R. P. Hertzog, 
acting chief counsel, Internal Revenue 
Service. We thought the following ex- 
cerpts from his comments would be 
useful in giving practitioners a short 
picture of the way the new law op- 
erates. Here is what Mr. Hertzog said. 

The three-year period starts to run 
with the filing of a return, but for limi- 
tation purposes an early return is not 
deemed to have been filed until the 
last day on which it is due to be filed. 
Formerly the limitation period, except 
for income taxes, started to run from the 
actual date of the filing of a return prior 
to the due date. This limitation period, 
of course, does not apply in the case of 
false or fraudulent returns or where no 
return is filed. It is also inapplicable to 
returns prepared by the Treasury where 
the taxpayer has failed to file a return 
(Sec. 6020). Under the old law it was 
cheld that such a return started the 
limitation period running the same as 
if the same return had been filed by 
the taxpayer. 


Omission from gross income 


Another limitation change is with 
respect to the period allowed in the 
case of a 25% omission from gross 
income. This period has now been ex- 
tended from five years to six years and 
is applied to estate and gift taxes as 
well as to income taxes, to which it 
was formerly limited. 

The term “gross income” in the case 
of income tax returns has been rede- 
fined to mean, for this purpose, in the 


case of a trade or business, gross re- 
ceipts, without diminution for the cost 
of sales or services (Sec. 6501). This 
change, in so far as returns filed under 
the new Code are concerned, will re- 
solve a conflict in decisions on the 
meaning of gross income for this pur- 
pose. The Treasury and the Tax Court 
took the position that the overstatement 
of cost of goods sold constituted an 
omission from gross income, but one 
circuit court took a contrary view. 


Less litigation seen in disclosure 


Another provision is to the effect 
that the six-year limitation period will 
not apply if sufficient disclosure of the 
nature and amount of omitted items is 
made in the return or in a statement 
attached to the return. This change 
should also result in less litigation. As 
applied to estate and gift taxes, the 
six-year period applies if there is an 
omission of 25% from the gross estate 
or from the total gifts reported. This 
provision will not apply to differences 
between the taxpayer and the govern- 
ment as to valuation of property or if 
adequate disclosure is made of omitted 
items. 

The rules with respect to time and 
amount limitations on refunds or credits 
have also been made more uniform and 
simplified. Under the 1939 Code, a 
taxpayer could file a timely claim for 
refund within three years from the filing 
of his return, but the refund was limited 
to the tax paid within that preceding 
three-year period. 

If a return was filed after the due 
date and a refund claim was filed there- 
after, a tentative tax paid on the due 
date might not be refundable. This 
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will not happen under the new law, 
since the claim now must be filed within 
three years after the due date. This 
greater uniformity between the limita- 
tions on the time for claiming a refund 
or credit and the amount recoverable 
was achieved by cutting down the filing 
time. 

Because an automatic extension of 
time is now granted corporations (Sec. 
6081) and because the full impact 
of this on refund limitations might 
not otherwise be realized, the new Code 
provides that a claim for refund will 
not be timely unless filed within three 
years of the date the return was due, 
rather than within three years of the 
later actual filing date. While such 
course was always open to the tax- 
payer, this provision was probably in- 
tended for its benefit. However, it 
should be noted that, under the new 
Code provision, a claim for refund 
which would have been timely under 
the old Code, although limited in recov- 
ery, is no longer a timely claim. 

An illustration may serve to explain 
the matter more simply. Assume a cal- 
endar year corporation files its com- 
pleted 1954 return three months late 
pursuant to the automatic extension 
provision of the new Code. It files a 
tentative return on March 15, 1955, 
and pays one-half the tax shown to be 
due thereon. On June 15, 1955, a final 
return is filed and the remaining one- 
half of the tax is paid. Under the 1939 
Code half the tax could be recovered if 
a claim were filed on June 15, 1958. 
Under the new Code, no refund can be 
had if the claim is filed after March 
15, 1958. 

In order to define more carefully 
when a return has been filed which will 
start the statute of limitations running, 
the new Code, for the first time, pro- 
vides that a return filed in good faith 
by a taxpayer believing it is a trust or 
a partnership will be deemed a corpora- 
tion return if the taxpayer is later taxed 
as a corporation, and that an informa- 
tion return filed by an organization be- 
lieving, in good faith, that it is exempt 
will start the statute of limitations run- 
ning. 

Existing law provides a six-year limi- 
tations period for collection of a tax 
after its assessment. This has not been 
changed in the new Code. However, 
the new Code provides for a suspension 
of this statute of limitations in two new 
instances (Sec. 6503). One is the situ- 
ation where assets of a taxpayer, other 
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than the estate of a decedent or an 
incompetent, are in the control or cus- 
tody of a court. Present law provides 
only for a suspension of the limitations 
period in the case of income and gift 
taxes in the case of bankruptcy or re- 
ceivership. This new provision applies 
a broader rule uniformly to all taxes. 
The second is the situation where col- 
lection is hindered or delayed because 
property of the taxpayer is situated or 
held outside the United States, or is re- 
moved from the United States. This 
similarly applies uniformly to all taxes. 

The refund suit limitation period con- 
tinues to be two years after rejection of 
a claim for refund, but the new Code 
now provides for waiver by the tax- 
payer of the statutory notice of rejec- 
tion, in which event the two-year pe- 
riod begins on the date the waiver is 
mailed. This should be helpful in speed- 
ing up final action where there is no 
hope of Treasury allowance of the 
claim, and the taxpayer wishes to pro- 
ceed to suit at once. The new Code also 
permits unlimited extensions of the re- 
fund suit period by written agreement 

Sec. 6532). Formerly extension was 
limited to the date of final decision in 


one or more pending cases named in 
the agreement. 

The 1954 Code extends from three 
years to six years the period for crimi- 
nal prosecution based on (1) willful 
failure to pay any tax or to make a tax 
return, (2) making false statements and 
fraudulent documents, (3) intimidating 
officers and employees of the United 
States, and (4) offenses committed by 
U.S. officials and employees (Sec. 
6531). The existing periods of six years 
and three years for certain other of- 
fenses have not been changed. 

Two other changes in the criminal 
limitations might be noted. Formerly, 
the limitation period was suspended 
while the taxpayer was outside the ju- 
dicial district in which the offense was 
committed. Now the period of limita- 
tion is suspended only while the tax- 
payer is vutside the United States or is 
a fugitive from justice (Sec. 6531). 
The other change provides for the ex- 
tension of the limitations period until 
nine months after a complaint is insti- 
tuted before a U.S. Commissioner in 
lieu of an extension until discharge of 
the grand jury at its next session within 
the district. w 





ew procedural decisions this month - 


Court believes wife did not intend joint 
return. [Acquiescence.| The Commis- 
sioner attempted to collect from the 
taxpayer the deficiencies and penalties 
assessed against her husband, on the 
ground that the apparently separate 
return he filed was really joint, since it 
included income from real estate owned 
by them as tenants by the entirety. 
Under Maryland law, each was en- 
titled to one half of the income of such 
property. Despite the fact that the wife 
was taxable on half the income, the 
Court found that she believed she had 
assigned it all to her husband and that 
she was not required to file a return. 
Hence, since she had no intention of 
filing a joint return, she is not liable for 
tax and penalty assessed against her 
husband. Elsie §. Bour, 23 TC No. 35. 
Acq. IRB 1955-9, 6. 


Extended filing time for subsidiary 
merged before end of parent’s year. 
Taxpayer subsidiary was merged into 
its parent so early in the parent’s tax- 
able year that upon the expiration of 
the subsidiary’s standard six-month ex- 
tension of time, the parent’s year will 


not be closed, and it will not be known 
whether a consolidated return for the 
group will be filed. The Service rules 
that this is an unusual circumstance 
authorizing the District Director to 
grant to the subsidiary a further exten- 
sion of time for filing its short-period 
return, to the date when the parents 
return will be due. Rev. Rul. 55-108. 


Estimate of short-period income accept- 
able on application for change. To 
obtain permission for a change in ac- 
counting period, a taxpayer must file 
an application for a change by the 15th 
day after the close of the short period 
that would be the first period on the 
new method. Form 1128 requires in- 
formation on the annualized net income 
for that period. If it cannot be deter- 
mined, a reasonable estimate (marked 
as such) will be acceptable. Rev. Rul. 
55-111. 


Error on 1120—computation of tax- 
exempt interest. Form 1120, page 3, 
in the computation of the adjustment 
for partially tax-exempt interest, directs 
the addition of the adjustment of such 
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interest (line 9) to normal tax on sur- 
tax (line 8). Line 9 should be sub- 
tracted from 8. Notice IRB 1955-7, 43. 


No judicial review of tax assessment 
without exhaustion of administrative 
remedies. In a foreclosure action, the 
mortgagee joined the U.S. as a party 
in order to establish the priority of his 
mortgage over the government’s tax 
lien. The taxpayer-mortgagor moved to 
file an amended answer attacking the 
validity of the tax assessment in that 
it erroneously included certain items 
as income. This motion was motivated 
by the fear that a decision in the gov- 
ernment’s favor would preclude the 
taxpayer from later contesting the 
amount of the assessment. Motion de- 
nied. The taxpayer has first to exhaust 
his administrative remedies before seek- 
ing a judicial review. A decree by this 
court in favor of the government would 
not be res judicata in determining the 
amount of the assessment as_ valid. 
Commercial Credit Corp. v. Schwartz, 
DC Ark., 11/5/54. 


If return showing credit is timely filed, 
credit may be used after limitation’s 
period expires. If a return showing 
overpayment of manufacturer's excise 
tax is filed within the period for claim- 
ing credit, the credit may be used on 
returns for subsequent period whether 
or not the subsequent returns are filed 
within the limitations period of the 
credit return. The claim for credit is 
recognized as valid as soon as filed. 


Rev. Rul. 55-53. 


Estimation of net income based on 
sales figures since books were “disposed 
of” upheld. Taxpayer, a button jobber 
in New York, filed returns for 1942, 
1943 and 1944, but not 1945 and 1946. 
While the returns were being examined, 
he “disposed of” the books except add- 
ing machine tapes of sales from 1943 to 
1946. The Commissioner computed net 
income by determining the ratio of re- 
ported expenses to these sales for the 
years returns were filed and assumed 
the same ratios in 1945 and 1946. Tax- 
payer did not personally appear in Tax 
Court and the only defense offered was 
the argument that the Commissioner’s 
method was arbitrary. Since the inabil- 
ity to determine costs was due to his 
own acts, taxpayer cannot complain; he 
hes not met the burden of showing the 
Commissioner in error. The court said 
it based the fraud penalties on the gross 
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understatement of sales and failure to 
file returns in two years. However, it 
would not be improper for it to consider 
taxpayer's forfeiting bond on criminal 
indictment and fleeing to Mexico. De- 
linquency penalties were also assessed 
for failure to file. Herbert Mindell, TCM 
1955-17. 


District Court erred in enjoining collec- 
tion of tax and appointing a receiver. 
The District Court granted an injunc- 
tion against the collection of alleged un- 
paid excise taxes, penalties and interest 
and appointed a receiver to determine 
equities and taxes, penalties and in- 
terest. The receiver found the shop’s 
books were inadequate and upheld the 
Director. The Court upheld the re- 
ceiver; the taxpayer appeals. The Cir- 
cuit Court holds that the District Court 
was without power to issue the injunc- 
tion or to determine the excise or in- 
come taxes. To permit courts so to inter- 
vene, except in the most extraordinary 
circumstances, would frustrate the en- 
Federal tax collection 


Jewel 


tire scheme of 
through executive machinery. 
Shop of Abbeville, CA-4, 2/3/55. 
Interest due even though deficiency 
was offset by 722 relief. The taxpayer's 
excess profits tax deficiency was com- 
pletely offset by an allowance of relief 
under Sec. 722. 
held in the Koppers Company and Pre- 
mium Oil Refining case (1/3/55) that 
the liability for interest is unaffected by 
the 722 relief. Hence taxpayer here is 
not entitled to a 

paid. Surface Combustion Corp. v. U.S. 
CA-6, 2/9/55. Thompson & Holmes v. 
U.S. Ct. Clms., 3/] 


The Supreme Court 


refund of interest 


55. 


Corporation may sue for refund wher- 
ever it is licensed to do business. The 
U.S. Code provides that actions to re- 
may 
prosecuted only in the judicial district 


cover internal revenue taxes be 
where the plaintiff resides. That in- 
cludes the judicial district in which a 
corporation is incorporated or where it 
is licensed to do business. Despite some 
ambiguity in the law as referring to 
“the” judicial district in which the cor- 
poration resides, suit brought in any 
does business is 
proper. Southern Paperboard Corp., DC 
N.Y., 1/26/55. 


district in which it 


Purchaser can’t sue for refund of excise 
tax on manufacturer. The purchaser 


cannot sue for refund of the manu- 


May 1955 


facturer’s excise tax which he contends 
was improperly assessed on his ma- 
chines as office or store machines, be- 
cause they were in fact production ma- 
chines. The Code provides that the tax 
is imposed on the manufacturer, pro- 
ducer or importer, that the manufacturer 
may sue for refund, but only if he shows 
either that he has not passed on the re- 
fund, or that he has the purchaser’s con- 
sent to sue. But there is no provision 
for the purchaser to sue. Dow-Jones & 
Co., Inc. v. U.S. Ct. Cls. 2/8/55. 


Taxpayer held ignorant of clauses 
typed on back of Form 874; Claim for 
refund not barred. The Court finds that 
the Commissioner erred in assessing to 
taxpayer-parent the income of a part- 
nership of his children (few facts 
given; no discussion). Nor was the tax- 
payer bound by a clause forbidding a 
claim for refund typed on the back of 
the Form 874 the taxpayer signed for 
these years waiving restriction on assess- 
ment. The Court finds that taxpayer 
was unaware of this typing, and more- 
over, the 874 was not signed by the 
Secretary of the Treasury, an Assistant 
Secretary or an Under Secretary. Sprott 
v. Ridell, DC Calif., 2/3/55. 


Interest on overassessment, credited 
against deficiency, runs to date of as- 
sessment of deficiency. The court fol- 
lows its previous decision on this sub- 
ject and holds that the interest on the 
until the 
ment date of the deficiency against 
which it is credited. Dewey Portland 


overassessment runs assess- 


Cement Co., Ash Grove Lime & Port- 
land Cement Co., Ct. Cls. 2/8/55. 


Tax Court has jurisdiction when assess- 
ment is for penalty only. The only de- 
ficiency assessed was the penalty for 
substantial underestimate of tax. The 
Tax Court held it had jurisdiction be- 
cause the penalty is part of the tax. 
The Circuit Court affirms. Newsome 
v. Comm. CA-5, 2/24/55. 


Attorney can’t appeal from court order 
to appear before agent; he can protest 
only specific questions. An examining 
agent, obtained order 
from the District Court that required 
Chapman, an attorney, to appear be- 
fore the agent, with all records, and 
testify concerning his financial transac- 
tions with a client whose affairs Good- 
man was investigating. The District 
Court denied various motions to annul 


Goodman, an 


the order, but the Court did amend it 
to provide that if Chapman denied any 
question of Goodman’s as infringing a 
confidential communication, he might 
refer it to the Court. This is not a final 
appealable order: The court commented 
the volume of motions, 
briefs, etc.—“Patently logic and emotion 
have wedded and produced too many 
words.” Chapman v. Goodman, CA-9, 
2/11/55. 


on answers, 


Release of lien following tentative 
carryback claim does not extinguish 
tax. The Government filed liens on tax- 
payers’ property upon his and his wife’s 
failure to pay their 1946 tax of some 
$48,000 each. Upon their filing a claim 
for a tentative loss carryback from 
1947, the liens were released. The mere 
release of the liens did not extinguish 
the tax liability for 1946. The year 1946 
was renegotiated and against the exces- 
sive profits of $135,000, a tax credit of 
$48,000 for each taxpayer was ap- 
proved. The Government sued for the 
net $39,000. This was compromised for 
$18,000. In computing the income tax 
deficiency, taxpayer must pay the full 
amount allowed by renegotiation board 
as a tax credit. Miller, 23 TC No. 72. 


Federal tax lien superior to distraint 
for rent. When Litt’s taxes became de- 
linquent, the Commissioner included 
them in an assessment list received by 
the local Collector in December 1950. 
There is no showing that the Collector 
ever recorded these liens. Litt’s land- 
lord, in April 1951, caused a distraint 
to be made for rent arrears in February, 
March and April. A petition in bank- 
ruptcy was filed in May 1951. The 
landlord claimed priority over the gov- 
ernment as a judgment creditor or pur- 
chaser against whom the tax lien is not 
valid until notice thereof is filed (Sec. 
3672(a), 1939 Code, similar to Sec. 
6323, 1954 Code). The district court 
follows the Supreme Court’s holding in 
the Scovil case (see 2 yrax 154) and 
holds that the landlord was not within 
the protections of Sec. 3672(a). Con- 
sequently, the landlord’s lien is held 
subordinate to the general lien of the 
U.S. Matter of Litt, DC Pa., 1/27/55. 





COMING NEXT MONTH: A sym- 
posium by 15 practitioners analyz- 
proposed Regulations under 
Subchapter C: Corporate reorgani- 
zations. 


ing 























end it 
ed any 
ging a 
might 
a final 
1ented 
otions, 
notion 
many 
CA-9, 


tative 
izuish 
n tax- 
wife’s 
some 
claim 
from 
mere 
guish 
1946 
*xces- 
dit of 
; ap- 
r the 
d for 
e tax 
> full 
yoard 
ee 
fraint 
e de- 
uded 
d by 
1950. 
ector 
land- 
raint 
uary, 
yank- 
The 
gov- 
pur- 
; not 
Sec. 
Sec. 
ourt 
ig in 
and 
ithin 
Con- 
held 
the 
55. 


m- 
Ja- 
ler 
ni- 











TAXATION OF 


artnerships 


EDITED BY ROBERT M. MUSSELMAN, LL.B., CPA 


Rabkin & Johnson’s new 
partnership report 


WE'VE JUST SEEN the new supplement 
on partnerships written by Mark John- 
son for the Rabkin & Johnson service, 
and want to recommend it to tax men. 
Considering how basic is the change 
in taxation of partnerships under the 
new Code, this new, comprehensive, 
100-page will be extremely 
helpful in orienting the new law with 
respect to the underlying conflicts in 
the law of partnerships. 

While your editor does not share al- 
together Mr. Johnson’s enthusiasm for 
the substance of the partnership sec- 
tions of the new Code, we do think he 
has done a good job with what the law 
says. To us these sections look unwieldy 
and very difficult to apply. 

Mr. Johnson was active in the Ameri- 
can Bar Association and American Law 
work in recommending 
changes in tax law affecting partner- 
ships, and appeared before Congres- 
sional committees at their invitation to 
explain the proposals of these bodies. 
The present law is based substantially 
on their recommendations. 

“One of the major accomplishments 
of the 1954 Code,” says Mr. Johnson, 
“was its introduction of an integrated 
pattern for partnership taxation. For 
forty years, this essentially com- 
plex branch of the tax law had been 
controlled by a few sketchy statutory 
provisions, by a few pages of patently 
inadequate regulations rulings, 
and by an increasing number of con- 
flicting and confusing court decisions. 
For one thing there was the ever-recur- 
ring conflict between the ‘aggregate’ 
and the ‘entity’ concepts of the part- 
nership—a conflict which has never 
been resolved in the underlying common 
law or in the Uniform Partnership Act. 
Each of these concepts involves a mul- 
titude of problems which a judiciary 
could not hope to correlate through 


analysis 


Institute 


some 


and 


1 Rabkin & Johnson, Federal Taxation Report, 
Mathew Bender & Co., Albany, $50 per year. 





piecemeal litigation. Moreover, one in- 
flexible set of rules was expected to 
govern the gamut of relationships cov- 
ered by the tax definition of ‘partner- 
ship,’ and it was little wonder that most 
rules developed through the accident 
of which type happened to crystallize 
the particular issue. 


New decisions 





Partnership not necessarily terminated 
by widow’s sale of inherited interest 
to her son. Under previous rulings, it 
has been held that a partnership is not 
necessarily terminated (for income and 
employment taxes) on a transfer of 
an interest if the business is continued. 
It is held that the sale for a valuable 
consideration by a widow to her son 
of the father’s interest in a partnership 
does not of itself terminate the part- 
nership. Rev. Rul. 55-93. 


Partnership earnings allocated to wives 
not disproportionate to their gift capi- 
tal. The District Court was right when 
it refused to reduce the income of the 
partners who were wives of the op- 
erating partners on the ground that 
it was not in proportion to their capi- 
tal. The articles of partnership pro- 
vided that the wives had a 2/,, interest 
in the net assets—that means, the Court 
said, 2/,, of partners’ capital ($125,- 
000) plus accounts payable to partners 
($100,000). The error arose in the gift 
tax return reporting the gift of the in- 
terests to the wives as 2/,,. of $125,000 
only, or $25,000. Cole v. Fly CA-5, 
2/24/55. 


“Sale” of interest in partnership, wound 
up except for collection of receivables, 
produced ordinary income. Taxpayer 
and his partner performed supervisory 
service for several construction com- 
panies on a fee-per-house basis. After 
two years of operations, they decided to 
split and upon legal advice, taxpayer 
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sought to sell his interest. It was sold 
to three investors. The remaining part- 
ner finished up the few remaining small 
jobs, collected the outstanding receiv- 
ables of about $275,000 and dissolved 
the partnership. Ninth Circuit agrees 
with the Tax Court that this is a case 
in which it is necessary to look through 
the form to the substance which is that 
taxpayer did not really sell his interest 
—he collected accounts receivable aris- 
ing out of services. Cases of sale of 
interests in continuing partnership 
(Swiren, 183 F.2d 656) reviewed and 
distinguished. [Treatment of unrealized 
receivables upon sale of a partnership 
interest is specifically covered in 1954 
Code. Ed.] Trousdale v. Comm., CA-9, 
2/4/55. 


Mortgage pool was partnership; losses 
allowable only an incurred, not at wind 
up. Taxpayer was a participant in a 
general trust of mortgages organized 
in 1930 by a Pittsburgh bank. In 1932 
it was taken over by a receiver and 
liquidation was begun. In 1948 he re- 
ceived back his remaining capital and 
claimed a loss. The Commissioner con- 
tended that the pool was a partnership 
and losses should have been claimed 
by the taxpayer each year. The Tax 
Court, noting the paucity of evidence, 
held that the taxpayer had not shown 
the Commissioner was wrong. The Cir- 
cuit Court, recognizing the difficulty of 
obtaining evidence of events so long 
ago, cannot find the Tax Court wrong. 
Landau Estate v. Comm., CA-3, 2/10/ 
55. 


Widow taxed on usufruct till re- 
nounced; division of partnership profit 
without salary approved. [Acquies- 
cence.] Under Louisiana law, the tax- 
was entitled to the 
income of her husband’s half of their 
community property—a store. This half 
was to go to their sons ultimately. Her 
renunciation of the income is effective 
from its date, not the date of death of 
her husband. Therefore she is taxable 
on all the income of the store up to the 
date of renunciation. Although she 
managed the store and her two sons 
vere minors who performed no serv- 
ices, the division of the income there- 
after, 50% to her and 25% to each son, 
is approved. The Commissioner sought 
to charge her with a salary. The Tax 
Court said the division of income was 
bona fide and reasonable. Frances 
Marcus, 22 TC 824, Acq. 


payer, as widow, 
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Trouble ahead for New rule taxing 
annuities in 1954 Code 


NEW RULES GOVERNING taxation of an- 
nuities under the 1954 Code are under 
attack from two sources, each of which 
is concerned for a reason opposite to 
the other. That the new rules may favor 
the annuitant excessively is feared by 
Dr. Thomas C. Atkeson, long-time re- 
search chief of the Bureau of Internal 
Revenue and now professor of taxation 
at the College of William and Mary. 
On the other taxpayers are 
squawking to Congress because their 
taxes are increased [though probably 
temporarily]. 


hand, 


“The new rule for taxing annuities,” 
says Dr. Atkeson, “could in time pro- 
duce pressures which will have to be 
disposed of. I think we can all agree 
that the old 3% rule was unsatisfactory. 
In many ways, the new one based on 
life expectancy makes much more sense 
from an actuarial standpoint. But there 
is something about its basic philosophy 
which I think is going to rise up to 
haunt us. 

“As time goes on, an increasing pro- 
portion of our population will be re- 
ceiving retirement pay of one type or 
another. The income which they re- 
ceive will in the main be paid out of 
someone’s earnings either accumulated 
over the years or currently contributed, 
such as the annual interest from trust 
funds, current contributions by the em- 
ployee groups, and some may eventu- 
ally have to be paid out of current op- 
erating funds or even the general fund 
of the Treasury. As the annuities of 
retirees continue to increase in size and 
become larger and larger proportions 
of the personal income payment total, 
isn’t the question likely to arise among 
the employed groups as to why they 
have to continue to pay high taxes and 


larger contributions to help support 
this ever-increasing segment of the 
population? If the economic position of 
the retired group continues to improve 
as the figures now indicate, and we 
hope it will—it seems to me that it will 
become increasingly difficult to defend 
the partial tax exemption of retired in- 
come, particularly after cost has been 
fully recovered, and more particularly 
in the case of annuities either far above 
the subsistence level, or at the subsist- 
ence level, but by people with substan- 
tial amounts of income from other 
At that time there may be 
pressure to reverse the present system 
by allowing the cost, as paid, to be 
excluded from income and the retired 
pay to bear its full share of the load. 
Certainly no annuitant would suffer if 
given a more reasonable system of per- 
sonal exemptions. At that time also 
someone may want to take another look 
at the tax treatment of social security 
benefits. Compliance difficulties with 
the new annuity rules in the 1954 Code 
may force this issue sooner than we 
think.” 


sources. 


Complaints to Congress 


In spite of this long-range advantage 
to some annuitants, many of them are 
complaining to Congress that their 
taxes are being increased. It appears 
that this increase is usually a temporary 
one. This is explained by Russell E. 
Train, minority adviser to the Ways & 
Means Committee, who gives us the 
following reasoning: 

“Under prior tax law, the Internal 
Revenue Code of 1939, annuities and 
other contributory pensions were tax- 
able under the so-called ‘3 percent rule.’ 
The taxpayer was required to compute 
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3 percent of his total contribution to 
the pension, or of the total cost of 
annuity. (The 3 percent was an arbi- 
trary statutory assumption as to the 
interest element in the annuity.) The 
amount so computed was then includ- 
ible in the annuitant’s gross income as 
the taxable portion of the annuity. The 
balance of the annuity was excludable 
from gross income and non-taxable until 
the amounts so excluded equalled the 
original cost at which time the entire 
annuity became taxable. 

“For example, if an annuitant had 
made a total contribution of $10,000 
toward an annuity payable at age 65 
of $1,000 per annum, he would have 
been required to include each year in 
his taxable income $300 (3 percent of 
his $10,000 cost). He would have ex- 
cluded each year the balance of $700 
until such time as the cumulative total 
of the amounts so excluded equalled 
$10,000, about 12 years under this il- 
lustration. At that time, the annuitant 
was deemed to have received his entire 
capital contribution back free of tax 
and, from then on, the full annuity of 
$1,000 was taxable each year in its 
entirety. 

“The Internal Revenue Code of 1954 
abandons the 3 percent rule and adopts, 
instead, the so-called ‘life expectancy’ 
method. The annuitant’s total contribu- 
tion is divided by his life expectancy 
(computed under standard life insur- 
ance tables) at the time the annuity 
payments are to commence, and the 
amount so computed becomes the 
amount excludable from taxable in- 
come each year thereafter. 

“In the case previously described, 
the taxpayer would divide his total 
cost of $10,000 by his life expectancy, 
say 14 for purposes of illustration, at 
age 65. The amount so computed, about 
$714, would be the amount excluded 
from tax each year. The balance of his 
$1,000 annuity, or $286, would be 
taxable each year. 

“In case the taxpayer started receiv- 
ing his annuity under the old law, the 
amount to be excluded hereafter is 
computed by dividing his original cost 
(reduced by the sum of the amounts 
already excluded from tax under the 
3 percent rule) by his life expectancy 
at the time the new law took effect, 
1954. 

“In the example used above to illus- 
trate the comparative operation of the 
old and new laws, it will be noted that 
the amount taxable each year is smaller 
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under the life expectancy method than 
under the 3 percent rule. It is recog- 
nized that the reverse will often be the 
case and that a larger portion of the 
annuity will be taxable under the new 
law than under the old. However, it is 
believed that many taxpayers have 
overlooked the fact that, under the old 
3 percent rule, the entire annuity be- 
came taxable once the original cost had 
been recovered tax-free. 

“Therefore, while, in many cases, the 
tax under the old rule was less during 
the early years of the annuity, the tax 
became very much higher in the later 
years. This result was very harsh and 
was the subject of widespread taxpayer 
complaint. Annuitants and pensioners 
who had adjusted their lives to a certain 
level of income and taxes suddenly were 
faced with a very substantial increase 
in tax and with a consequent need for 
a major readjustment in their manner 
of living. 

“The new law seeks to correct that 
inequitable result. It results in a sub- 
stantial portion of the annuity remain- 
ing tax-free throughout the life of the 
annuitant and, thus, in many cases, long 
after the entire annuity would have 
become taxable under the old law. As 
a result, in any case where the annui- 
tant lives beyond his statistical life ex- 
back tax-free 
more than his actual cost. This could 
never happen under the old law when 
the best the taxpayer would hope for 
was to live long enough to receive his 
capital back. 


pectancy, he receives 


“No discussion of the new annuity 
rule would be complete without at 
least a passing reference to the new 
retirement income credit. Under the 
latter provision of the new tax law, 
after an annuitant has figured how 
much of his annuity is includible in 
taxable income, he may be entitled to 
a 20 percent tax credit of that amount 
up to $1200, a potential additional tax 
reduction of $240 a year.” w 


Money from the audience: 
gifts or income? 


| pavinc IN MIND THE TAX plight of 

the radio minister whose unspeci- 
fied receipts from his unseen congrega- 
held to be taxable 
(Webber, see p. 306) we were inter- 
ested in the following comment just 
received from England with respect to 
a similar problem, but this time involv- 


tion were just 


ing a professional cricket player. 

“The recent case of Moorhouse v. 
Dooland aroused much sympathy for 
the professional cricketer,” says the 
Income Tax Digest (St. Albans, Herts.) , 
“who found that the small, and some- 
what trivial, collections taken on his 
behalf at cricket matches were reduced 
by taxation under Schedule E. 

“The Crown, in our view quite 
rightly, felt compelled to press the issue 
because obviously some fundamental 
basis of tax law as regards remuneration 
was being challenged. The cricketer 
in fact had, as part of his service agree- 
ment, a clause which enabled collections 
to be taken on his behalf: to that extent 
the spontaneity of the onlookers was a 
fairly cold-blooded anticipated event 
on the part of the professional. (Other- 
wise there could be no object in making 
such offertories a part of a legal service 
agreement.) And, therefore, the collec- 
tions were “income arising” 
Schedule E. 

“The judgment of Lord Justice Jen- 
kins in this case was noteworthy for a 
very helpful summary of the principles 
which, in his view, ought to be con- 
sidered in such cases: these principles 
being deducted from a series of previous 
citations. The principles set forth are 
as follows: 

(i) The test of liability to tax on a 
voluntary payment made to the holder 
of an office or employment is whether, 
from the standpoint of the person who 
receives it, it accrues to him by virtue 
of his office or employment, or in other 
words by way of remuneration for his 
services. 

(ii) If the recipient’s contract of 
employment entitles him to receive the 
voluntary payment, whatever it may 
amount to, that is a strong ground for 
holding that from the standpoint of the 
recipient it does accrue to him by virtue 
of his employment, or in other words 
by way of remuneration for his services. 

(iii) The fact that the voluntary 
payment is of a periodic or recurrent 
character affords a further, but a less 
cogent, ground for the same conclusion. 

(iv) On the other hand, a voluntary 
payment may be made in circumstances, 
which show that it is given by way of 
present or testimonial on grounds per- 
sonal to the recipient, as, for example, 
a collection made for the particular in- 
dividual who is at the time vicar of a 
given parish because he is in straitened 
circumstances, or a benefit held on be- 
half of a professional cricketer in recog- 


under 
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nition of his long and successful career 
in first-class cricket. In such cases the 
proper conclusion is likely to be that 
the voluntary payment is not a profit 
accruing to the recipient by virtue of 
his office or employment, but a gift to 
him as an individual, paid and received 
by reason of his personal needs in the 
former example and by reason of his 
personal qualities or attainments in the 
latter example.” % 


Here’s an easy explanation 
of retirement income credit 


IN OUR CONSTANT SEARCH for gems of 
literature that make taxation simple and 
easy to understand, we are occasionally 
rewarded by bits such as the following 
ABCs of the much-confused retirement 
income credit. From Business Owner- 
ship Problems (issued by Allen-Pratt 
General Agency): 


Retirement income credit (Sec. 37) 

Old law: Only limited types of re- 
tirement income, like social security old 
age benefits, were excluded from in- 
come tax. 

New law: A credit is now extended 
to (a) specified types of income re- 
ceived by (b) qualified persons (c) to 
a limited extent. 

Who qualifies? A person who (1) is 
65 before the end of the year in ques- 
tion, and (2) has earned more than 
$600 in at least 10 years before the tax 
year in question, or whose deceased 
husband or wife had such earnings. 
Note that both husband or wife can 
qualify for the credit. A widow or 
widower, age 65, whose deceased hus- 
band or wife had earned $600 for 10 
years will also qualify. 

What types of income qualify? In- 
come from pensions, annuities, interest, 
rents, and dividends to the extent in- 
cluded in gross income. (Thus the 
amount of dividends excluded under the 
dividend credit does not qualify.) 

How is the credit figured? The total 
of qualifying income is reduced by 
social security old age benefits and 
other similar excludable pension bene- 
fits, and, dollar for dollar, by amounts 
earned during the year in excess of 
$900. What is left is multiplied by the 
first bracket rate (20% for 1954) to 
give the credit. The credit is then de- 
ducted from the tax tentatively found 
before figuring the credit. 

However, the credit cannot be larger 
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than the amount found by multiplying 
$1,200 by the first bracket rate—in other 
words, the credit cannot reduce the 
tentative tax by more than $240 for 
1954. * 


IRS limits spouses 

on dividend deduction 
CoMMISSIONER T. COLEMAN ANDREWS 
recently pointed out that a husband and 
wife, whether filing a joint return or 
separate returns, may each exclude from 
their gross income up to $50 of divi- 
dends received from qualified corpora- 
tions, but one may not use any portion 
of the $50 exclusion not used by the 
other. Since dividends received by a 
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husband and wife on stock held by 
them as tenants by the entireties, or as 
joint tenants with equal rights of sur- 
vivorship, are generally considered as 
being received one-half by each, one- 
half of the dividends received on such 
stock, along with other dividends, may 
be excluded by each spouse up to $50. 
Thus. if dividends received by a hus- 
band and wife from jointly-owned stock 
were $30 and other dividends received 
separately by the husband were $70, 
the husband is entitled to exclude $50 
and his wife is entitled to exclude $15. 
In this example, if a joint return is filed, 
the exclusion in Line 3 of Schedule J 
of the Form 1040 would be $65. , 





Radio minister received taxable income, 
not gifts, from listeners. Taxpayer, a 
minister who conducted religious pro- 
grams on the radio and appealed for 
funds, classified his receipts as: 


Tax 
Purpose Reported As_ Court 
A. Radio Income, net Correct 


program 


B. Missions 


of expenses 
Not reported- Correct 
taxpayer 

was mere 

conduit 


C. Undes- Income Taxable 
ignated income 

D. Sales of Income, Correct 
books, etc. net of costs 

E. Taxpayer Nontaxable Taxable 
personally gifts income 


This Court agrees with the Tax Court 
that personal contributions (E) are in- 
come, not gifts. The question is one of 
the intent of the donors. Since taxpay- 
ers did not preserve the donor’s letters 
on the basis of which the allocation 
was said to be made, the Tax Court 
may draw reasonable inferences from 
all the facts. Webber v. Comm., CA- 
10, 2/9/55. 


Proof of support lacking; dependency 
credit denied. Commenting that the 
court was reluctant to decide cases of 
this kind on the basis of failure of 
proof, the court said it had no alterna- 
tive. Dependency credit was claimed 
for the wife’s mother who received 
$900 public assistance. There was no 
evidence of amounts spent for her and 
three different estimates had been of- 


fered. Roy J. Gosselin, TCM 1955-33. 


Payments within family allowed; court 
finds services rendered. The Commis- 
sioner disallowed some expenses claimed 
by the taxpayer in connection with his 
highway construction business. The 
Court sustained the disallowance of 
entertainment expense, etc., for lack of 
proof of payment. However, it allowed 
payments to taxpayer’s son and son-in- 
law, who rendered services, comment- 
ing that affairs were handled loosely, 
and it was difficult to follow the trans- 
actions. Charles Balazick, TCM 1955- 
36. 
Court finds as alimony portion of 
monthly allowance which would cease 
on wife’s remarriage. Taxpayer claimed 
the entire amount paid to his wife, re- 
ferred to in divorce decree as a lump 
sum payment for support of the wife 
and child. The separation agreement, 
embodying the same arrangement, also 
provided for payment of only 60% if 
the wife remarried, or 40% if the child 
died, was married, or was adopted, etc. 
The Court allowed as alimony only 40% 
of the monthly payments. Saxe Perry 
Gantz, 23 T.C. No. 74. 


Court finds title was in wife for con- 
venience; husband and son each owned 
1/3, Taxpayer reported only 1/3 of the 
income from real property in 1945, 
1946 and 1947. During this time, legal 
title was in wife, and the Commissioner 
taxed her on the entire amount. She 
said her husband and son-in-law each 
owned one-third. The parol evidence 


rule cannot be used by the Govern- 
ment, not a party to the various deeds 
involved. The Court accepts the testi- 
mony of the parties, the attorney who 
drew the deeds and the local record 
clerk that it was merely for conveni- 
ence that title was in the wife. The 
lack of written accountings, etc., is 
natural since the parties lived in the 
same house. Emma H. Willis, TCM 
1955-44. 


Monthly payment to wife for five years 
unless she remarries is alimony. Tax- 
payer was obligated to pay his wife 
$750 a month for five years. However, 
if she should remarry, the payment 
would be reduced to $125. The Com- 
missioner contended that the $125 was 
an installment payment of a principal 
sum of 60 times $125. This Court holds 
that the contingency of remarriage 
makes it impossible to calculate the 
total that will be paid. Therefore, the 
payments are to be treated as periodic 
and deductible as alimony. Davidson v. 
Comm., CA-9, 1/27/55. 


Farm, though operating at loss, was run 
as business. Taxpayer owned a farm 
operated by a local man from 1941 to 
1953 at a loss of several thousand dol- 
lars a year. However, taxpayer rarely 
visited there, nor was it used as a 
hobby or for entertaining. The Court 
finds that taxpayer actually intended to 
run at a profit and build up a retire- 
ment business. Losses allowed. Dean 
Babbitt, 23 TC No. 108. 


Executive allowed farm loss; intention 
was profit not hobby. Taxpayer was em- 
ployed full time as president of a dairy 
company. He bought this farm for about 
$13,000 in 1943 and lived there. He 
bought registered Hereford cattle, re- 
paired and remodeled buildings and 
hired a full time tenant farmer with 
whom he consulted almost daily. The 
Court stated it was convinced that the 
taxpayer's intent was to develop a herd 
and sell cattle at a profit, and the 
losses in 1949 (about $1,100) and 
1950 (about $700) should be allowed. 
C. J. Anderson, TCM 1955-43. 


Armed Forces Reservists are “in busi- 
ness’; expenses deductible. A member 
of the Armed Forces reserve is regarded 
as engaged in a trade or business with- 
out regard to whether he is paid. Al- 
though generally nonreimbursed travel 
expenses are considered by the Service 
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to be deductible only if the taxpayer is 
away from home overnight, the expense 
of a one day round trip to a minor post 
of duty is allowable, hence the cost of 
attending drill at a point outside the 
general area of his post is deductible, 
even though the reservist returns home 
at night. This ruling reviews the Serv- 
ice’s position on travel expense for one 
and two employees. Purchase and 
maintenance cost of uniforms also allow- 


able. Rev. Rul. 55-109. 


Depreciation of home not part of sup- 
port. Doubts raised by statements re- 
questing public assistance. Taxpayer 
prepared schedules of household ex- 
penses in an effort to support his claim 
that he provided over one-half the 
support of his wife’s mother, who lived 
in their home. In such a computation, 
neither depreciation of the house and 
furnishings (no authority cited by tax- 
payer) nor principal payments on mort- 
gage (they build up equity) is allow- 
able. In any event, the claim for sup- 
port conflicts with sworn statements 
filed with the Old Age Assistance au- 
thorities that no free board or lodging 
was given her. Donald M. Maclean, 
TCM 1955-34. 


Gain on sale of residence tax-free if 
proceeds used in construction during 
limited period only. The chronology 
was this: 7/21/51—building permit for 
new home, 9/ /5l—construction be- 
gun, 7/ /52—new house, though un- 
finished, habitable, 9/22/53—old house 
sold, 9/22/53—taxpayer moves into new 
house. Only construction costs incurred 
within 30 months of the date of sale 
are allowable (1 year prior, 11/5 years 
following). In this case, costs incurred 
prior to 9/22/52 are therefore not con- 
sidered as a use of the proceeds of sale; 
gain on the sale of the old residence is 
taxable. Rev. Rul. 55-90. 


Southern Bell's nonactuarial payment 
of sick benefits is nontaxable health in- 
surance. Southern Bell, under a plan 
adopted in 1913, pays salaries of sick 
employees for periods and in amounts 
depending on regular pay and length of 
service. The plan is not insured, the 
company does not compute reserves 
actuarily but merely charges payments 
as operating expenses. The Court holds 
there is a plan here and the amounts 
paid qualify as “received through health 
insurance” and are nontaxable to the 
employees. [This applies to 1939 Code; 


Personal tax problems * 307 


1954 Code is substantially different. ] 
Haynes v. U.S. DC Ga., 1/28/55. 


Gain on residence taxable if proceeds 
are used for new home in another's 
name. Taxpayer sold her home and 
used the proceeds to build a new one 
on the grounds of a college which em- 
ploys her daughter. Title is in the 
daughter, who supplied some additional 
funds and who supports her mother. 
The IRS holds that this situation is not 
covered by the relief provisions of the 
Code: the gain is taxable. [Query: Sup- 
pose the mother gave the old residence 
to the daughter. Who would then be 
the seller? Ed.] Rev. Rul. 55-37. 


Who is the taxpayer? Taxpayers’ 
daughter purchased a business from her 
partner in February 1949, continued to 
use the trade name, assumed the lease 
term, paid business expenses for the 
period dating from purchase to sale in 
October, when she executed the sale 
agreement and surrendered the lease. 
Taxpayers were not entitled to “business 
loss” deduction as Commissioner deter- 
mined that the business was owned by 
their daughter. Morris Sukenick, TCM 


1955-27. 
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e& rift decisions this month — 


No deduction for gift of trust income to 
charity when trustees have power to 
give corpus only. A trust cannot claim 
a deduction for a payment out of gross 
income to a charity when the trust in- 
strument merely authorizes the trustee 
to terminate the trust and then pay over 
the entire corpus and income to chari- 
ties the trustee selects over five years. 
Since there is no authorization for pay- 
ments to charity prior to termination, 
the deduction is not in accordance with 
the terms of the instrument and is not 
deductible. Rev. Rul. 55-92. 


Nine bequests totaling 1/10 of residue, 
payable over ten years, held nontaxable 
lump sum payments. Taxpayer received 
a bequest of $20,000, one of the nine 
totaling $110,000, payable out of the 
million dollar residue of an estate. The 
will provided these bequests should be 
paid within ten years, whether out of 
income or corpus. The Government con- 
tended that payment was to be made in 
installments, and, being out of either 
income or corpus, is therefore treated as 
income. The Court finds the intent of 
the testator to provide for one payment. 
When a lump sum payment is payable 
out of either corpus or income, it is 
treated as corpus. Hence the payment 
is not taxable income. Adie v. Glauson, 
DC Me., 2/4/55. 


Feeder corporation, whose income is 
intended for charity, is not exempt. 
Petitioner engaged in various commer- 
cial enterprises. However, its articles 
ol incorporation stated that its purpose 
was to promote religious, charitable 
and educational enterprises. It adopted 
a list of some 33 organizations it would 
help, but disbursed only some $7,000 
of the $80,000 it earned. Pointing out 
that there is no certainty that the in- 
come will ever go to charity and that 
the Supreme Court has rejected the 
“ultimate destination” test, the Court 
holds that taxpayer was actually en- 
gaged in making a profit, not in chari- 
table enterprises. It is a mere feeder, 
and the only feeders not taxable have 
been those extremely closely connected 
with a specific charitable enterprise 
whose work it furthered. Ralph H. 
Eaton Foundation v. Comm., CA-9, 
2/15/55. 


Donor-Father’s estate does not include 
trust for son despite family trustees’ 
power to use it for education. In 1936, 
decedent created a trust for his son, of 
which his wife and another son were 
trustees. Actually income was accumu- 
lated and reinvested, but the trustees 
had the power to use income and corpus 
for the beneficiary’s education and sup- 
port. There is no proof the decedent 
controlled the trustees. Consequently, 
the trust was not for the discharge of 
his obligations and is not includible in 
his estate. McCullough (Stephens Es- 
tate) v. Granger, DC Pa., 1/26/55. 


Decedent paid premiums on insurance 
for ex-wife; includible in his estate; no 
“indebtedness” in this obligation. Under 
the terms of a property settlement, sub- 
sequently made part of the divorce 
decree, decedent agreed to keep in 
force insurance of $50,000 payable to 
his ex-wife or three children. Particular 
policies were not specified; for this rea- 
son, the Commissioner asserted that the 
decedent retained ownership of the 
policies. The Court held that the parties 
intended two specific policies to be ap- 
plied to the agreement, the ex-wife 
had an equitable interest in them and 
the insurance company, being informed 
of the agreement, was probably also 
bound to recognize her. 

In total, 23 premiums were paid 
(from 1926 when policy was issued to 
1949 when decedent died; eight were 
paid after Jan. 10, 1941). Therefore, 
8/5, of the proceeds are includible. 
(This amounts to some $17,000). The 
premiums prior to 1/10/41 are ex- 
cluded because decedent’s right of re- 
version (if he should survive wife, 
children and issue) was less than 5% 
of the value of the policy. 

The estate claimed, however, an off- 
setting deduction for indebtedness of 
the same $17,000, on the theory that 
if the policies had not been kept up, 
the estate would have been liable to 
the ex-wife for $50,000, which indebt- 
edness was, to the extent of $17,000, 
satisfied out of the taxable estate. Re- 
viewing Harris (340 U.S. 106) and 
Marese (156 F. 2d 929) and others, 
the Court finds that the indebtedness is 
not deductible because founded on the 
property agreement, as to which the 


estate had not shown that full consid. 
eration. If the indebtedness had been 
founded on the decree, the provisions 
of the Code requiring proof of consid- 
eration would not have been applicable. 
However, under California law, the 
divorce court was bound by a valid 
property settlement between the _par- 
ties. The indebtedness therefore was 
founded on the agreement, not the 
decree. [Under the 1954 Code, the 
proceeds would not have been includi- 
ble merely because decedent paid pre- 
miums on the policies. Ed.] Chester H. 
Bowers Estate, 23 TC No. 114. 


Reserved life income, payable at trus- 
tee’s discretion, reduces taxable gift. 
[Acquiescence.] For gift tax valuation, 
there must be excluded the life interest 
reserved by the donor. The trustee was 
to pay income to the donor at his dis- 
cretion. Alice Spaulding Paolozzi, 23 
TC No. 25, Acq. 


Estate includes recent gift received; 
donor paid no gift tax because of ex- 
clusions. Taxpayer sought to exclude 
from the taxable estate stock which had 
been given to the decedent within five 
years. However, the donor had applied 
annual and life-time exclusions against 
the gift and so had paid no gift tax. 
The Code provides for the exclusion of 
property previously taxed only when a 
gift tax or estate tax was finally deter- 
mined and paid. Hence the stock can- 
not be excluded from the decedent’s 
estate. This interpretation of the words 
of the Code, the Court concludes, is 
in accord with the obvious purpose of 
the provision. Tax Court sustained. 
Schmidt Estate v. Comm., CA-9, 2/17/ 
55. 


Trust includible in estate; motives not 
shown as related to life. Reciprocal 
trusts doctrine not applied to help tax- 
payer. The Court finds that the dece- 
dent’s brother-in-law did not testify that 
the motive for creation of a trust in 
1929 was relief from the problems of 
management. There being a strong in- 
ference from the facts that saving of 
estate taxes was a motive, the Court 
holds that the presumption of the Com- 
missioner’s correctness has not been 
overcome. The trust is includible in the 
decedent-grantor’s estate. 

The trust provided that income was 
payable to one of decedent’s sisters, re- 
mainder to that sister and another. Each 
of the other two sisters executed similar 
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trusts of same amount. The taxpayer 
argued that these should be treated as 
reciprocal trusts, with grantor reserving 
a life interest, remainder to two other 
sisters. If so, being created before 1931, 
they would not be includible in grantor’s 
estate. This the Court refused to do. 
The trusts were deliberately set up so 
that each grantor did not reserve in- 
come in her trust. They cannot now be 
relieved of the effect of that action. 
Elizabeth D. Hill Estate, 23 TC No. 77. 


Trust included in grantor’s estate when, 
as 1 of 8 trustees, she could accumulate 
or pay out income. The decedent cre- 
ated 3 similar trusts for her 3 children. 
She and 2 children, as trustees, could 
decide whether to accumulate trust in- 
come, pay it to the beneficiary, or in- 
vade the principal. Following the Lober 
case, 346 U.S. 335, the court holds 
that the right retained by the grantor 
to designate the time of enjoyment of 
trust funds was sufficient to include 
the trust within her estate. The bene- 
ficiaries did not have the right to im- 
mediate enjoyment without the grant- 
ors permission. Struthers v. Kelm 
(Barney Estate), CA-8, 1/11/55. 


Grantor's life expectancy of less than 
10 or 15 years may make reversionary 
trust taxable to him. Under the Clifford 
Regulations, income of a trust may be 
taxed to the grantor if he retains a 
reversionary interest in corpus or in- 
come, and if the trust is to come to an 
end within 10 or 15 years, or on the 
happening of an event if such event 
is the practical equivalent of the expira- 
tion of 10 or 15 years. The IRS rules 
that if the corpus reverts to the grant- 
ors estate upon his death, the income 
will be taxed to the grantor if his life 
expectancy is less than 10 or 15 years 
and other conditions of control, etc., are 
present. Under this circumstance, the 
date of death is the practical equivalent 
of the expiration of a period of less 
than 10 or 15 years. Rev. Rul. 54-34. 


Husband's trust for daughter and wife's 
for son, each with life estate for spouse 
not reciprocal under Lehman Doctrine. 
The Commissioner included in dece- 
dent’s estate the corpus of a trust cre- 
ated by his wife to accumulate income 
during the wife’s life to pay net income 
to the decedent if he survived, for his 
life, and then to go to wife and children 
of their son. Decedent and the son 


could terminate the trust. Decedent 


had, at the same time, created a similar 
trust for the benefit of their daughters. 
The Court held that the Commissioner 
was in error. These were not reciprocal 
trusts under the Lehman rule (109 F. 
2d 99), because consideration is neces- 
sary to a finding of reciprocity. The 
Second Circuit has said that considera- 
tion may be inferred from the identical 
provisions (Orvis 180 F. 2d 537). How- 
ever, this Court follows the Third Cir- 
cuit that something of value must have 
been paid to the nominal settlor (here 
by decedent-husband to wife). Since 
there is no consideration here, the 
Court holds the wife’s trust was not 
includible in husband’s estate. McLain 
Estate v. Jarecki, DC Ill., 1/7/55. 


Jury finds Commissioner’s mortality 
table and interest rate reasonable in 
capitalizing liability for annuity. The 
decedent was obligated to pay to his 
former wife $250 a month for her life. 
The Commissioner computed the pres- 
ent worth of this annuity as a liability 
of the estate by using the mortality 
table of the Regulations and at 4%. 
The jury found this was not unreason- 
able. Kemper Estate v. Donnelly, DC 
La., 9/15/54. 


Charitable deduction allowed to estate 
despite large creditors’ claim. [Acqui- 
escence.] Petitioner here, as transferee, 
would be liable for the additional in- 
come tax asserted against the estate of 
John Ringling North. The decedent had 
left his entire estate, after a small an- 
nuity interest, for a museum. The Com- 
missioner contended that the dece- 
dent’s liabilities were so large that there 
was no reasonable certainty in the years 
involved that the charity would get 
anything and therefore no charitable 
deduction for income tax should be al- 
lowed. Actually, following compromise 
settlements, the museum received 
amounts in excess of the annual income. 
The Court held there was no justifica- 
tion for deferring income set aside for 
charity because there was some doubt 
whether it would be paid over because 
of creditors’ objections. Rockland Oil 
Company, 22 TC No. 163, Acq. IRB 
1955-7. 


Excise tax should be included in valua- 
tion. The Federal excise tax on jewelry, 
furs, etc., should be included in the 
value of such property for Federal es- 
state and gift tax. The Service reasons 
that the existence of this tax is a factor 
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which will lend to increase the figure 
at which the estate would be willing 
to sell. Rev. Rul. 55-71. 


Lump sum social security benefit not 
subject to estate tax. The lump sum, 
payable on the death of a person fully 
or currently insured to his surviving 
spouse, is not part of the decendent’s 
taxable estate, because the decedent 
had no interest in it at the time of his 
death. Rev. Rul. 55-87. 


Nontaxable reorganization does not af- 
fect estate’s right to have stock re- 
deemed without dividend tax. The M 
corporation redeemed certain shares of 
its stock so that the estate of the de- 
ceased owner could pay taxes. Under 
Sec. 115(g) (3) of the 1939 Code, this 
was not equivalent to a dividend. Sub- 
sequently M was reorganized as N 
corporation in a different state and with 
a different number of shares. The Serv- 
ice holds that the redemption by N of 
shares held by the estate so it can pay 
additional estate taxes assessed, will not 
be equivalent to a dividend; the stock 
of N is in substance the stock of M, 
and Sec. 115(g)(3) applies to it also. 
Rev. Rul. 55-91. 


Expenses of prosecuting refund allow- 
able though not included in claim. Tax- 
payer filed claim for refund of estate 
tax on the ground that certain insur- 
ance policies were not includible in 
the taxable estate. The Commissioner 
rejected the claim but the District 
Court, the Appeals Court and the Su- 
preme Court all held for the taxpayer. 
At issue here is the deductibility from 
estate tax of the attorney’s fees and ex- 
penses arising out of that litigation. 
They were not mentioned in the claim 
filed. The Regulations provide that at- 
torneys’ fees in connection with re- 
funds, should be claimed when it is 
prosecuted. The taxpayer included a 
request for allowance of fees in the 
complaint filed in Court. That meets 
the requirement of the Regulations. 
The fees and expenses are deductible. 
Behnen Estate v. Harrison, DC Ill. 
1/12/55. 


“Actuarial values” pamphlet released. A 
pamphlet of actuarial values for estate 
and gift tax, applicable to decedent dy- 
ing or gifts made after 12/31/51, can 
be obtained from the Superintendent of 
Documents for 25¢. This is in the estate 
and gift tax regulations. 
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A method for handling the sickness 


exemption under Section 105 


W E UNDERSTAND the Treasury is hav- 
ing quite a struggle trying to figure 
out how to handle employee payments 
which are exempted by Section 105. 
Proposed Regulations have just been 
should 
many of the procedural questions in- 


released, and these clear up 
volved. 

Up until this week, however, a quick 
check of leading companies indicates a 
variety of approaches to the problem. 
Some, in effect, ignore the existence of 
this provision. They feel it is a matter 
between the employee and the Internal 
Revenue Service. Others consider the 
matter only when specifically requested 
by an employee. Most companies con- 
tinue to withhold on all wages includ- 
ing sick payments. Some segregate such 
amounts and do not withhold tax. 

For 1954, one company that we know 
not only advised its employees of sick 
payments but furnished such advice by 
a letter in duplicate with instructions 
to the employee to attach one copy to 
his return in supporting the sick pay 
exclusion. This procedure eliminated 
the necessity for the employee to go 
into details on his own account. This 
company’s letter reads as follows: 


Subject: Sickness or Accident Wage 
Payments Excludable Under 
Section 105 of the 1954 In- 
ternal Revenue Code 


“The 1954 Internal Revenue Code 
provides for the exclusion from taxable 
income of payments made by an em- 
ployer, under a Wage Continuation 
Plan, for time not worked because of 
sickness or accident. The maximum 
amount of the exclusion is $100 per 
week. This exclusion applies to pay- 
ments made beginning with the first 


day of absence in the case of accident 
and beginning with the eighth day of 
absence in the case of illness, except in 
those instances where the ill employee 
was hospitalized for one or more days 
during the period of the illness. In such 
case of hospitalization the exclusion be- 
gins with the first day of absence rather 
than the eighth day. 

“Our records indicate that of the 
total wages reported for you on the 
1954 Withholding Tax Statement, 
$—— represents deductible sickness 
payments. 

“If you file Form 1040 (long or short 
form) in reporting your income tax, 
this amount representing ‘excludable 
pay under a Wage Continuation Plan’ 
should be shown at Item 3, Page 1. 
If you use Form 1040A (card form), 
this amount should be shown as an ‘Ex- 
clusion’ at Item 12 on the front of the 
card. 

“This letter is being forwarded to 
you in duplicate. The original, signed 
copy should be attached to your return 
to support your sick-pay deduction. 
Keep the duplicate with our own copy 
of your return.” w 


Employees fixing retirement 
plan cannot ignore OASI 


AN EMPLOYER designing a retirement 
program, or considering revisions in an 
existing program, or negotiating with a 
union on the subject of pensions, can- 
not ignore the existence of old age 
benefits of the Social Security Act any 
more than he can ignore taxes in es- 
tablishing wages, laws in setting hours 
‘At an American Management Association semi- 
nar, and just published under title Keeping Up 
To Date of Social Security and Workmen’s Com- 


pensation, AMA, 330 West 42nd Street, New 
York 86, 44 pages, $1.75. 
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of work, or customs in arranging work. 
ing conditions, John K. Dyer, Jr., said 
recently.! He is vice-president and ac. 
tuary, Towers, Perrin, Forster & Crosby, 
Inc., Philadelphia. 

I should like to comment briefly, he 
said, upon the tax aspects of the rela- 
tionship between social security and 
private retirement programs. Ever since 
1942 we have had specific limitations 
governing the extent to which a private 
plan pension formula may be loaded in 
favor of the higher-paid people, in view 
of the fact that social security benefits 
are definitely geared to the needs of the 
lower-paid. An attempt was made in 
drafting the 1954 Revenue Act to get 
rid of these integration rules, which 
have become quite technical, but the 
attempt was unsuccessful and it looks 
as though the principle of integration 
limits is going to be a part of the tax 
structure affecting pension programs at 
least for a while yet. It is simply one 
more problem superimposed upon all 
the others to make the whole question 
of relating the private pension programs 
to Social Security a complicated and 
difficult one. 

The AMA booklet contains three 
papers presented at AMA’s fall Insur- 
ance Conference. Mr. Dyer’s comments 
on social security are especially inter- 
esting. 

Mr. Dyer gives us an historical ex- 
planation of the impact of social secu- 
rity legislation on private pension pro- 
grams. He describes the initial approach 
based on the “Inclusive Formula” and 
then shows how during the early 1940’s 
there was a definite trend away from 
this approach. This trend continued 
until about 1949 or 1950 when there 
was an unexpected reversal and the 
“Inclusive Formula” was incorporated 
in many Union contracts, which were 
open for bargain on pensions for the 
first time. The trend is again turning 
away from this formula. 

As to future prospects, the author 
concludes that—“It may well be that the 
only people who can find any happiness 
in this situation are the pension con- 
sultants.” * 


Treasury to ask for use of 
combined payroll tables 

WE UNDERSTAND that the Treasury 
Department is going to request legisla- 
tion which would provide for the use 
of combined payroll tax tables plus the 
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adoption of annual simultaneous report- 
ing for both income tax and FICA tax 
purposes. It is expected that the Treas- 
ury’s recommendations would also em- 
body a proposal whereby certain tax- 
payers (probably those earning up to 
$100 per week) would not have to 
prepare their own income tax returns 
but could elect to have the Internal 
Revenue Service do this, using as the 
basis the withholding statements fur- 
nished by the taxpayers’ employers. 

The Treasury Department believes 
that as many as thirty-five million tax- 
payers might avail themselves of this 
privilege. 

The adoption of combined annual re- 
porting holds many advantages for both 
the Internal Revenue Service as well as 
the Bureau of Old-Age and Survivors 
Insurance. It would require, however, 
numerous legislative changes and it is 
hoped that the Congress will tackle 
this problem during the current session 
rather than waiting until the election 
year of 1956. 

The use of combined FICA and in- 
come tax withholding tables was dis- 
cussed here extensively in January (2 
JTAX 60). At that time we pointed out 
that these tables which had been pre- 
pared on a simplified basis using tax 
brackets, had been recommended to 
both the House Ways and Means Com- 
mittee and the Senate Finance Com- 


we 


mittee. 


How to comply with 1954 
changes in Social Security 
THE COMMISSIONER has _ issued 


several new instructions for employers 
who must comply with the new social 
security legislation passed in 1954. 
These and other explanations helpful 
to taxpayers are summarized below. 
Foreign employees. The Social Se- 
curity Amendments of 1954 granted 
domestic corporations the opportunity 
to extend coverage to United States 
citizens employed abroad by their for- 
eign subsidiary corporations. The Com- 
missioner of Internal Revenue has now 
announced that District Directors of 
Internal Revenue have been authorized 
to enter into agreements with domestic 
corporations in this regard. A standard 
form of agreement, Form 2032, has been 
provided for this purpose. 
Self-employed _ farmers. Another 
change made by the Social Security 
Amendments of 1954 extended cover- 


age to about five and one-half million 
self-employed farmers, farm employers, 
and farm workers. This extension of 
coverage was effective January 1. The 
Commissioner of Internal Revenue has 
issued Circular A which contains in- 
structions for the reporting and pay- 
ment of employer and employee taxes 
on the cash wages paid to farm em- 
ployees. 

Farm labor. Cash wages of $100 or 
more paid in a calendar year for agri- 
cultural labor are taxable. The maxi- 
mum taxable is $4,200. A tax rate of 
2% is imposed on both the employee 
and the employer. Deductions should 
be made by the employer if he expects 
to pay $100 in cash wages to the em- 
ployee. If the employer is not sure that 
$100 will be paid, the employee deduc- 
tions may be made at the time of pay- 
ment, or he may wait until $100 is ac- 
tually paid. The employer may, if he 
desires, assume the employee’s tax lia- 
bility. 

If employee deductions are made, 
and the $100 test is not met, then the 
amount deducted should be repaid to 
the employee. If this is not possible, the 
overcollection should be paid to the 
District Director. An explanation of the 
overcollection should accompany the 
payment. 

Return 943. An annual return on 
Form 943 must be filed on or before 
January 31, together with the payment 
of taxes shown on the return. Each 
employee’s name, number, and amount 
of taxable wages paid during the pre- 
ceding calendar year is reflected on 
Form 943. Form 943 is the only return 
the employer will file for a calendar 
year if the tax liability in the first nine 
months of the year (employee and em- 
ployer) is less than $100. 

An employer whose total tax liability 
is more than $100 at the end of the first, 
second, or third quarter of the year 
must file a return on Form 943A on or 
before the last day of the month follow- 
ing the quarter, in which the tax lia- 
bility is reached. Form 943A will reflect 
the total amount of taxable wages and 
tax liability and does not include em- 
ployee’s name, account number, or 
wages. The tax as shown on Form 943A 
must be paid at the time the form is 
filed. Such taxes are not included on 
the annual Form 943 due after the close 
of the year, but the individual employee 
wages are listed on this form. 

Form 450. If the total tax liability 
(employer and employee) exceeds $100 
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for the first or second month of any 
calendar quarter, such tax must be re- 
ported on a Federal Depositary Receipt, 
Form 450, and deposited in an author- 
ized depositary bank on or before the 
15th day of the following month. No 
deposit need be made for the third 
month. The validated Depositary Re- 
ceipts, Form 450, must accompany 
Form 943A which is filed at the close 
of the first three calendar quarters, or 
Form 943 which is filed annually. 

Statements to employees. On or be- 
fore January 31 of each year, the em- 
ployer must furnish to each employee 
a written statement showing: 


1. Employer’s name and address. 
. Employee’s name and social se- 
curity account number. 
3. Taxable wages paid in preceding 
year. 
4. Employee tax deducted, if any. 


bo 


Form SS-14 can be secured from the 
District Director for this purpose. *% 





New decisions 


Individual keeping record for group of 
auto dealers not an employee. An indi- 
vidual maintains a record in his home of 
the inventory, by models and colors, 
of a group of auto dealers so that a 
dealer lacking a particular model can 
obtain it quickly from another. The 
Service holds that on the facts, the 
dealers do not exercise sufficient control 
over the individual to make him an 
employee according to the common law 
rules. Hence he is not an employee for 
Federal employment tax purposes. Rev. 


Rul. 55-113. 


Withholdings may be deposited and 
returns made on day following holiday 
due date. When the due date for de- 
positing withholdings of income and 
FICA tax, or for filing the Quarterly 
Return, falls on a Saturday, Sunday or 
legal holiday, the deposit or return is 
timely made on the next succeeding 
business day. Rev. Rul. 55-83. 


Government employees sick pay is ex- 
empt. The Acts of Congress providing 
for leave with pay to civilian employees 
because of sickness or injury constitute 
a plan so that such payments (not in 
excess of $100 a week) may be tax- 
exempt. Rev. Rul. 55-85. 
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Modification of “Harvard Plan” proposed 


to give tax incentive to foreign business 


Everyone seems to agree that our na- 
tional policy demands some sort of tax 
incentive to promote American invest- 
ment abroad, and to remove some of 
the inequities presently existing. Mr. 
Gornick here proposes a plan, related 
to earlier proposals, to overcome objec- 


LTHOUGH there has from time to time 
been disagreement as to the role 

which tax incentives should play in in- 
ternational trade, I believe that it is 
now generally agreed that any such in- 
centives should be so designed as to 
advance materially the foreign eco- 
nomic policy of the United States. 

Before we can determine what kind 
of a tax incentive program can best aid 
in accomplishing that objective, con- 
sideration must be given to the follow- 
ing preliminary questions: 

1. What is our national policy as to 
foreign trade? 

Are existing tax provisions ade- 
quate for the implementation of that 
policy? 

3. If they are inadequate, what is the 
most adequate and feasible method for 
solving the problem? 


Our NATIONAL POLicy 


I believe it is safe to say that there 
presently is general agreement that our 
principal international economic goal is 
a “Trade, Not Aid” program which will 
stimulate capital investment at home 
and abroad and strengthen the entire 
free world in its defenses against com- 
munism. It will hardly be disputed 


by ALAN L. Gornick 


tions but meet basic objectives which 
seem agreed upon. Mr. Gornick is tax 
counsel and director of tax affairs, Ford 
Motor Company, president of the Tax 
Institute, Inc., and a former member of 
the New York Law Firm of Milbank, 
Tweed, Hope & Hadley. 


that the settled foreign policy of this 
country has been, and in all probability 
will continue to be, the development of 
our Own economy and that of our allies 
in the cause of peace. The contribution 
of foreign investment to United States 
objectives to promote international trade 
and develop the free nations of the 
world was well stated in the January 
23, 1954, report to the President of the 
Commission on Foreign Economic 
Policy (the so-called “Randall Report” ) 
as follows: 

“Fortunately, the economic welfare 
of the United States would itself be di- 
rectly promoted by an increased move- 
ment abroad of sound investment by 
United States nationals and corpora- 
tions. Such a flow, if well conceived and 
directed would not only contribute to 
an increase in international trade, but 
would assist in the maintenance of high 
levels of economic activity and employ- 
ment within our own country. It can 
increase our national income by taking 
advantage of opportunities for more 
profitable investment. It can aid in the 
development abroad of primary re- 
sources to meet the ever-increasing 
civilian and defense needs of the United 
States and the free world. And, since 
private United States investment usu- 
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ally carries with it management and 
technical skills, it can contribute 
strongly to the economic development 
of foreign countries. 

“Such an increased flow of private in. 
vestment abroad can also assist in at. 
taining United States foreign policy 
objectives through strengthening the 
economy of the free world, and can re. 
duce the burden of military aid by in. 
creasing productivity abroad.” 

Speaking before the opening joint 
session of the Boards of Governors, In- 
ternational Monetary Fund and Inter. 
national Bank for Reconstruction and 
Development, Washington, D.C., on 
September 24, of this year, Secretary of 
the Treasury, Mr. George M. 
phrey stated: 

“Our objective is ‘to obtain, in a man- 
ner that is consistent with our national 
security and profitable and equitable for 
all, the highest possible level of trade 
and the most efficient use of capital and 
resources.” 

“Over the long term, economic prog- 
ress must be based upon a substantial 
flow of new private investment, both 
national and international. . s 

In the light of this settled foreign 
policy, therefore, are any of our existing 
tax provisions adequate for the imple- 
mentation of that policy? 


Hun- 


ANALYSIS OF ExIsTING STATUTES 


A review of our present tax statutes 
relating to foreign trade clearly reveals 
their inadequacy to advance materially 
the objectives of our present foreign 
policy. The basic pattern in Federal 
taxation which prevails today was set 
in 1913 in the first income tax law en- 
acted under the 16th Amendment to the 
Constitution. Under that pattern, in- 
come of citizens and residents and do- 
mestic corporations of the United States 
is taxed, as a general rule, without re- 
gard to the source of such income, 
whether foreign or domestic or both. 

It soon became apparent under the 
1913 Act that the income of many 
United States corporations and citizens 
was being subjected to double taxa- 
tion: taxed first in the country where 
it was earned, and next in the United 
States, the place of citizenship of the 
taxpayer. Accordingly, various types of 
relief designed primarily for prevention 
or reduction of international double 
taxation were subsequently enacted by 
Congress. These may be summarized as 
follows. 
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Credit for foreign taxes 

Congress has since 1918 provided in 
the tax law itself a measure of relief, 
which in substance, permits the tax 
payable in the foreign country on in- 
come from sources therein to be offset 
against the United States tax on entire 
within limitations which 
were designed to preclude any reduction 
domestic tax on 


net income, 
in our domestic in- 
come. This relief, known as the credit 
for foreign taxes, in Sections 901-905 
of the Internal Revenue Code of 1954 
(Section 131 of the 1939 Code) has 
the general effect of eliminating the 
United States tax on the foreign in- 
come where the United States rate is 
less than the foreign rate, but permits 
the Treasury to collect the excess of 
the United States rate over the foreign 
rate where the foreign rate is lower 
than the United States rate. 

Thus, on the one hand, the United 
States foregoes its tax on income from 
abroad where the foreign country im- 
poses a tax on income at a rate higher 
than our own, but collects its tax on 
foreign income to the extent of the ex- 
the American rate the 
foreign rate when the tax rate in the 
foreign country happens to be less than 
in our country. It is clear that the col- 
lection of this differential by our own 
Government eliminates an inducement 


cess of over 


which would otherwise attract invest- 


ment to countries in which lower tax 
rates prevail. In general, lower rates 
are found in less mature economies, 
where capital needs are usually greater. 
Hence, the operation of this provision 
seem to natural 
flow of venture capital to these less- 


developed areas which are precisely 


would obstruct the 


those which our foreign policy was es- 
pecially designed to aid. In many in- 
stances the effect has been either to dis- 
courage investment altogether or to 
compel the inve$tor to organize his ven- 
as a local corporation, so as to 
developing its 
business and forego dividends over a 


ture 
utilize the profits in 
substantial period, or to incorporate in 
some other foreign country which does 
not tax the income of such a corpora- 
tion, such as Panama, Canada, etc., a 
practice which merely creates an arti- 
ficial and unsatisfactory situation from 
an economic and political standpoint. 


Exclusion of income from U.S. 
possessions 


In addition to the credit for foreign 
taxes, the United States has granted a 


special form of unilateral relief under 
Section 251 of the 1939 Code (now 
Section 931 of the 1954 Code). This 
consists in the exclusion from gross in- 
come of a domestic corporation or citi- 
zen of the United States of income de- 
rived from sources in a possession of 
the United States if, during a three- 
year period preceding the close of the 
taxable year, at least 80% of the tax- 
payer’s income has been derived from 
sources in such a possession and at 
least 50% from the active conduct of 
a trade or business therein. This pro- 
vision in effect exempts the income 
earned by a business enterprise in a 
possession unless it is received in the 
United States. Thus Section 931 LR.C., 
has the advantage of permitting entire 
equality with a foreign corporation as 
long as the domestic corporation re- 
ceives its income outside the United 
States but from sources within a pos- 
session of the United States only. This 
provision, of course, is restricted only 
to possessions of the United States 
and, therefore, is narrowly limited in 
its scope. 


Credit for income from China 


A third method of special unilateral 
relief is found in Section 941 of the 
1954 Code (Section 262, 1939 Code), 
concerning China Trade Act corpora- 
tions, which in effect exempts income 
earned in Formosa and Hong Kong 
through granting a deduction of such 
income against the net income taxable 
in the United States, provided a spe- 
cial dividend is declared which is at 
least equal in amount to the tax that 
would otherwise be payable to the 
United States on the income so earned. 
This provision also is, of course, of very 
special and limited application. 


Surtax exemption for WHTC 


A fourth type of relief consists in a 
reduction in United States tax on in- 
come from certain areas in the Western 
Hemisphere to the extent provided in 
the Code for a Western Hemisphere 
Trade corporation. Under present law 
this relief is 14 percentage points below 
the regular corporate rate. The corpo- 
ration must during the three-year period 
prior to the close of the taxable year 
(or for such part of such period as the 
corporation has been in existence) have 
derived at least 95 percent of its gross 
income from sources outside the United 
States and at least 90 percent from the 
active conduct of a trade or business all 
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of which business must be conducted in 
the Western Hemisphere. The under- 
lying reason for the exemption, when 
it was introduced in the Revenue Act 
of 1942, was that, a domestic corpora- 
tion deriving almost all its income from 
sources outside the United States but 
in the Western Hemisphere, was (ex- 
cept in the case of Canada) subject to 
income tax rates averaging much less 
than the 24 percent normal tax of the 
United States then in effect, and thus 
was at a competitive disadvantage with 
foreign corporations competing in the 
Western Hemisphere. 

In addition, in most of these coun- 
tries, a domestic corporation had to pay 
various taxes which were not allowable 
as foreign tax credits against the United 
States tax. These include patente taxes, 
taxes on property, sales, exports, or 
taxes on exchange or remittances. While 
such taxes in effect reduce the income 
derived from operations, they were not 
treated as income taxes, or taxes in 
lieu of income taxes, for foreign tax 
credit purposes. Hence the exemption 
from surtax was granted also as a lump- 
sum relief for these various taxes not 
allowable as credits. 

The Western Hemisphere _ trade 
corporation itself is allowed a credit for 
foreign tax paid, but bears the excess 
of the 38 percent domestic tax over any 
lower tax paid in a Latin American 
country. As a consequence, it is sub- 
ject pro tanto to a competitive disad- 
vantage as compared with local corpo- 
rations and corporations of third coun- 
tries which pay only the taxes in the 
Latin-American country on the income 
from establishments situated therein. 
This competitive disadvantage is in- 
creased by the tax which a domestic 
parent corporation has to pay on 15 
percent of the dividends received from 
a Western Hemisphere trade corpora- 
tion. 


Foreign aspects of taxation * 


Inadequacy of present provisions 

The preceding discussion of the 
presently prevailing incentives 
would seem to make it clear that our 
existing tax statutes are extremely 
narrow and limited and clearly inade- 
quate to advance materially our pres- 
ent foreign economic policy aimed at 
developing the economies of the free 
nations of the world. Indeed, as I have 
indicated, some of the provisions actu- 
ally act as deterrents. Moreover, they 
have been weighed in the balances and 
found wanting not only by the business 
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segment of our country but by every 
leading governmental agency which has 
considered them. 

To effectuate a Presidential recom- 
mendation, Section 923 of H.R. 8300 
as passed by the House provided, in 
the case of domestic corporations, for 
a reduction in U.S. tax equal to 14 
percent of income from foreign sources 
which would meet the tests provided 
for in that section. 

Although the Senate omitted that 
section from its bill because of the “un- 
certainties and difficult problems” pre- 
sented, it likewise recognized the need 
for legislative relief when it expressed 
the thought in its committee report 
“that exploration of the matter in con- 
ference with the House of Representa- 
tives will make it possible to adopt a 
provision which will be satisfactory.” 

Since the Conference Committee also 
failed to include Section 923 in its ver- 
sion of H.R. 8300, we have an unfortu- 
nate void in an area where the need of 
tax relief has been specifically recog- 
nized not only by President Eisen- 
hower and Congress but also by vari- 
ous Presidential Commissions, the In- 
Advisory 
business community 


ternational Development 
Board, and the 
generally. 


RELATIVE ADVANTAGES OF 
INCENTIVE PROPOSALS 


In attempting to reappraise the vari- 
ous proposals which have been made 
in order to reach a determination as to 
the most desirable tax incentive pro- 
gram in the light of our present foreign 
policy, one has to weigh the advantages 
between two general classes of meas- 
ures designed to ameliorate double 
taxation and encourage foreign invest- 
ment. The first class might be termed, 
“rate reduction measures”; the second 
group, “foreign or international busi- 
ness corporation measures.” 


Rate reduction measures 

Proposals in this category range from 
proposals for special or reduced rates 
of taxes on income derived from foreign 
sources to complete exemption of such 
income. Outright exemption from 
United States tax of income from for- 
eign subsidiaries or foreign permanent 
establishments along the lines recom- 
mended by the International Develop- 
ment Advisory Board and by the Na- 
tional Foreign Trade Council would 
undoubtedly serve as the greatest stimu- 
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lant to the flow of capital export from 
this country.1 However, many people 
doubt the feasibility of such a complete 
exemption in view of the present budg- 
etary requirements of the United States. 

As against outright exemption the 
most notable recommendation in this 
category is that of the Randall Com- 
mission since it served as the motivat- 
ing force for the 14 percentage point 
tax credit provision written into Section 
923 of the House of Representatives 
version of H.R. 8300 this year. The 
recommendation of the Randall Com- 
mission contains one limitation: “The 
Commission recommends that the lower 
corporate tax rate be made to apply to 
investment income from all areas 
abroad; but the reduced rate should 
not apply to income from exports which 
do not involve the risks of investment 
abroad.” 

In its attempt to exclude enterprises 
mentioned in the last clause just quoted 
from the Randall report, that is, those 
engaged largely in the exportation and 
sale of goods without conducting any 
other significant economic activity in 
the foreign country, Section 923 of 
H.R. 8300 as it passed the House pro- 
posed to allow a 14 point credit against 
the tax only with respect to certain nar- 
rowly defined groups deriving income 
from foreign sources. 

This provision, following a storm of 
protest over its narrowness, was stricken 
out in the Senate and was not restored 
to the bill in conference. Objections 
before the Senate Finance Committee 
indicated that Section 923, as drafted, 
would exclude the great bulk of Ameri- 
can business engaged in foreign trade 
from the preferential percentage point 
incentive rate. The most serious limi- 
tation was that which restricted the 
benefit to earnings derived in conduct- 
ing a business through a “factory, mine, 
oil or gas well, public utility facility, 
retail establishment, or other like place 
of business situated within a foreign 
country.” 

Since these narrowly defined cate- 
gories did not include wholesaling, dis- 
tributing, agriculture, insurance and 
numerous other activities, there would 
have been the very unsatisfactory re- 
sult of leaving the majority of Ameri- 
can direct investments abroad either 
ineligible for benefit under Section 
923 or, particularly in the case of inte- 
grated foreign businesses, dependent on 
doubtful interpretations of ambiguous 
statutory language. This very unsatis- 


factory situation resulted, as I have 
indicated, from the effort to exclude 
from benefit enterprises “not engaged in 
the conduct of a business involving a 
significant investment abroad”? by list. 
ing eligible types of activities and by 
specifically excluding wholesale estab- 
lishments. Such extreme precautions 
would appear not to be necessary. So 
long as eligibility is restricted to in- 
come from business activities conducted 
outside of the United States, each ven- 
ture will involve investment and activity 
commercially appropriate to that ven- 
ture—and the more items that are 
added, the larger and more significant 
will be the aggregate capital invest- 
ment, which is the real end to be 
served. The original investment is also 
most likely to be a trading venture, 
which can expand into other and larger 
activities more rapidly under moderate 
taxation. 

If our foreign policy is to be ad- 
vanced at all materially, it appears 
that the single, appropriate basic con- 
dition of eligibility for the 14 percent 
“foreign business income” credit should 
be whether the business from which the 
income is derived is in fact actively 
conducted within a foreign country or 
countries. This condition being satisfied, 
tax legislation should not discriminate 
among types of business which produce 
the income. 

The test for the active conduct of 
business within a foreign country should 
be one that is simple, reasonably re- 
liable and not subject to manipulation. 
Such a criterion is readily available. It 
is the maintenance of a business ac- 
tivity or a permanent establishment in 
a foreign country through which the 
income-producing functions are carried 
on, with a clear definition of such per- 
manent establishment or business 
activity. 

The definition of *business activity 
or permanent establishment should be 
based upon our tax treaties if for no 
other reason than to assure uniformity 
of thought between ourselves and the 
1 The 1952 Report by the President’s Materials 
Policy Commission (vol. 1 p. 70) indicates an- 
nual net revenue collections of less than two- 
fifths of one billion dollars from taxing foreign 
income. The revenue loss in this country from 
incentive tax rates on foreign income would be 
substantially less than the above collections, 
which include all foreign investment income as 
well as actual overseas operations through 
branches or subsidiaries; and whatever the loss, 
it should be largely recouped from taxes on stock- 
holders in the companies involved since the 
amounts saved as taxes by these corporations 
would usually be taxed to the stockholders in the 
future, possibly at higher rates. 

2 Report of Ways and Means Committee accom- 


panying H.R. 8300, 83rd Cong., 2nd Sess. (H. 
Rep. No. 1337), p. 75. 
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free nations with whom we are co- 
operating. These tax treaties deal with 
the same subject matter that any inter- 
tax incentive is concerned 
with. While the various definitions in 
the tax treaties are not precisely the 
same, in general they are sufficiently 
broad to include those activities en- 
titled to consideration and can be ex- 
panded or contracted for present pur- 
poses as Congress desires. Moreover, 
they have been reliably and realistically 
interpreted in the past, and little con- 
troversy has arisen over their applica- 
tion. While the enumeration of specific 
types of activity is fairly broad, these 
treaties also contain explicit exclusions 
from the definition of “permanent es- 
tablishment” which would be useful in 
confining the benefits of the section to 
bona fide investors. Such a definition 
would accomplish the objective stated 
by the Committee on Ways and Means, 
without arbitrary discrimination against 


national 


substantial foreign investment in agri- 
cultural production, wholesale estab- 
lishments and integrated business in- 
cluding a substantial element of whole- 
sale activities. Without attempting a 
mechanical, numerical test of “signifi- 
investment” this result would 
necessarily follow, since business con- 
siderations would ensure that the in- 
vestment in a permanent foreign estab- 
lishment would be appropriate to the 
business carried on. The following defi- 
nition of a permanent establishment, 
proposed by the National Foreign Trade 
Council, which is based on the defini- 
tions in tax treaties and includes the 
types of establishments listed in Section 
923, would be appropriate: 

“The term ‘permanent establishment’ 
shall be deemed to include branches, 
mines, oil or gas wells, public utility 
plantations, farms, timber 
lands, factories, plants for assembling, 
processing, or otherwise 
changing the form of products, work- 
ships, warehouses, offices for buying 
and selling at wholesale or retail, or 


cant 


facilities, 


refining, or 


other purposes, installations, or the use 
or installation of substantial equipment 
or machinery for construction opera- 
tions, and any fixed place of business of 
an enterprise. 

“The maintenance of a fixed place 
of business exclusively for the purchase 
of goods or merchandise, or the casual 
and temporary use of merely storage 
facilities shall not be deemed a perma- 
nent establishment. 

“Engaging in business transactions in 


a foreign country through a bona fide 
commission agent, broker or other inde- 
pendent agent, acting in the ordinary 
course of his business as such and re- 
ceiving customary renumeration there- 
fore, shall not constitute the mainte- 
nance of a permanent establishment for 
the purposes of this Part.” 

I understand that objections to the 
permanent establishment test have 
been voiced by various export groups 
on the ground that it would only permit 
those taxpayers who do enough busi- 
ness abroad to justify such establish- 
ments to qualify for the tax benefits 
while smaller companies with simpler 
casual export sales would be excluded. 
It is obvious that the foregoing defini- 
tion of “permanent establishment,” sub- 
stantially as suggested by the National 
Foreign Trade Council, could easily be 
expanded to cover any degree of ex- 
port trade which the Administration as 
a matter of policy desired to cover in 
the fulfillment of its present foreign 
policy. For example, it has been sug- 
gested that the 14-point tax credit 
should be allowed to any taxpayer ex- 
porting and selling goods in a foreign 
country provided it qualifies under the 
following tests: 

“1. Not less than 80 percent of the 
goods so sold are manufactured or pro- 
duced by the seller or by an affiliated 
corporation, 

“2. A substantial stock of goods or 
merchandise is maintained by the 
seller in one or more foreign countries, 
and 

“3. A substantial staff of sales em- 
ployees is maintained or substantial ad- 
vertising and promotion expenses are 
incurred by the seller in one or more 
foreign countries.” 

It would obviously be a simple matter 
to add this to the definition of perma- 
nent establishment. The question is 
really one of definition only. 

Section 923 of H.R. 8300 amended 
in the foregoing fashion would, no 
doubt, serve as a stimulus to foreign 
investment. To what extent, however, 
it is impossible to say, since there is 
no way of determining in advance the 
specific reduction in rate that would be 
most effective. That it would not be 
completely adequate is indicated by the 
following: 

1. In countries having a tax rate 
lower than 38 percent, the collection 
of the differential by our own Govern- 
ment eliminates to a considerable extent 
inducement which would otherwise 
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attract investment. Moreover, it tends to 
encourage such countries to increase 
their rates to 38 percent. 

2. Since 38 percent of the earnings 
would in any event be paid out as tax, 
there would to this extent be a diminu- 
tion of the earnings which otherwise 
might be plowed back into the foreign 
country for further investment. From 
the viewpoint of developing a business 
which involves the plowing back of 
earnings, measures in the second group 
mentioned above, that is, provisions re- 
lating to foreign or international busi- 
ness corporations, are more advan- 
tageous. 


Foreign aspects of taxation * 


Foreign corporation measures 


Foreign or international business 
corporation measure’ are intended to 
place a domestic corporation in rela- 
tively the same position as a foreign 
subsidiary, which bears only the for- 
eign tax and can utilize its earnings in 
developing its business abroad, for ex- 
ample: 

1. The British method of exempting 
the British Company which is managed 
abroad, except in respect of remitted 
income; 

2. The Canadian exemption for so- 
called 4(k) companies having all their 
assets and business abroad regardless 
of the amount*; or 

3. The restricted exemptions under 
Sections 931 (income from foreign pos- 
sessions) and 941 (China Trade Act 
Corporation) of the Internal Revenue 
Code, or 

4. Special classes of domestic corpo- 
rations such as (a) the “Foreign Busi- 
ness Corporation” proposed recently by 
E. R. Barlow and Ira T. Wender in 
the preliminary report of the Harvard 
Law School International Program in 
Taxation entitled “United States Tax 
Incentives to Direct Private Foreign 
Investment” which is generally referred 
to as the “Harvard Plan” or (b) the 


8 Canada has a relief provision under which a 
Canadian company qualifying under Section 71 
of the Canadian Income Tax Act adopted in 
1952 (formerly Section 4(k) of the Canadian 
Income War Tax Act), pays only a nominal an- 
nual fee of $100 and escapes the Canadian in- 
come tax altogether, wovided all its assets ex- 
cept securities and bank deposits and its business 
except management and certain other activities are 
outside Canada; and this is true even if the in- 
come is derived as dividends from foreign subsi- 
diaries. When income is brought into Canada, the 
corporation does not itself pay an income tax; 
but if dividends are distributed they are in- 
cluded in the taxable income of a recipient resi- 
dent in Canada and are subject to the withhold- 
ing tax of 15 percent if ‘. to a nonresident 
except that dividends paid by a wholly-owned 
Canadian company to a foreign parent corporation 
are subject to only a 5 percent withholding tax 
under certain conditions. This then is an invita- 
tion to foreign enterprises to organize Canadian 
companies to carry on their business abroad. 
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“International Business Corporation” 
proposed in the study entitled “Proposal 
for an International Business Corpora- 
tion” by Richard C. Munsche. The 
Munsche proposal is a modification of 
the Harvard Plan and was designed to 
meet some of the technical and other 
objections raised against it. Both are 
closely related in principle to corpora- 
tions qualifying for the tax incentive, 
presently contained in Section 931 of 
the Code with respect to income from 
possessions of the United States. 

For a business desiring to plow back 
Section 931 (involving in- 
come from possessions) is more advan- 
partial rate reduction 
measures. This is due to the fact that 


earnings, 


tageous_ than 
under Section 931 the income which is 
used in the possession is excluded from 
United States gross income and there- 
fore bears only the possession rate. 

Since this provision encourages the 
plow-back of earnings and thus the 
building-up of economic enterprise in 
line with our foreign economic policy, it 
strongly suggests that the 14 percentage 
point rate incentive should be supple- 
mented by an alternative foreign or 
international trade corporation measure 
which would stimulate the plow-back 
of earnings. 


POssIBLE ALTERNATIVE 


Such an alternative and feasible ap- 
proach might use as its starting point 
Section 931 of the 1954 Code (the 
former Section 251 of the 1939 Code), 
but enlarging the provision so as to ex- 
clude gross income not only from United 
States possessions but from all foreign 
sources, upon certain conditions. 

The purpose of this provision, passed 
in 1921, was to stimulate the develop- 
ment of those possessions—principally 
Puerto Rico and the Philippines—com- 
ing under United States control after 
the Spanish American War. This pro- 
vision stimulated Puerto Rico to provide 
additional tax incentives. Supplement- 
ing an original tax relief statute of 1948, 
the Puerto Rican Industrial In- 
centive Act of 1954 grants a ten-year 
income tax exemption to any eligible 
business which establishes there before 
1964. This cooperative tax policy has 
been remarkably effective in attracting 
investment capital to build up local 
industry in Puerto Rico. 

The experience in Puerto Rico 
demonstrates that this provision de- 


new 
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signed originally to aid in the economic 
development of Puerto Rico is actually 
doing so today. Its notable success indi- 
cates that its generalization to the rest 
of the world with appropriate modifi- 
cations would likewise serve as a power- 
ful incentive in developing our foreign 
and domestic economic policies. It is 
particularly attractive in demonstrating 
clearly that the development of foreign 
trade is not a one-way street but a proj- 
ect requiring the utmost cooperation 
between the United States and other 
nations, particularly the underdeveloped 
areas of the world. 

As to feasibility, it should be possible 
to amend and extend Section 931 in a 
satisfactory fashion, the ultimate result 
being a plan substantially as follows: 

1. Adoption of a generalized Section 
931 requirement that 80 percent or 
more of the income be derived from 
foreign sources. Such a provision would 
permit qualification under Section 931 
of companies receiving up to 20 per- 
cent of their income from United States 
sources by reason of carrying on pre- 
liminary processing in this country or 
rendering certain services here, and 
would protect against disqualifications 
through receipt of unforeseeable items 
of domestic income such as insurance 
recoveries. Whatever leeway is allowed, 
any domestic income would, of course, 
be segregated and taxed as in the case 
of domestic income received by a resi- 
dent foreign corporation. 

2. In lieu of allowance of benefits re- 
gardless of the lack of business done 
outside the United States (as proposed 
in the Harvard Plan) adoption of the 
requirement of a generalized Section 
931 might provide that 50 percent or 
more of the gross income for the period 
involved must be derived by the quali- 
fying corporation from the active con- 
duct of a trade or business outside this 
country (either directly or in the form 
of dividends, interest, royalties or fees 
from related corporations meeting simi- 
lar tests except for the requirement of 
domestic incorporations). Such a re- 
quirement might well be necessary be- 
cause of the widespread feeling that 
tax incentives should be denied to 
those not incurring the risks of invest- 
ment abroad and for the further realis- 
tic factor that the loss of immediate 
revenue might be considerably larger 
without such a requirement. As the 
miscarriage of Section 923 showed, 
“the active conduct of a trade or busi- 
ness) is a plaguing tax phrase. How- 


ever, as previously discussed, the “per. 
manent establishment” test could cer. 
tainly be adopted to exclude, if 9 
desired, mere export activities not ex. 
tending beyond our coastline without 
distinguishing between wholesalers and 
retailers or creating the other severe 
restrictions of Section 923. 

3. Provision for taxing its dividends 
in the hands of its shareholders in the 
same manner as dividends of a foreign 
corporation, resulting in a tax of ap- 
proximately 28 percent such as Presi- 
dent Eisenhower and the Randall Re- 
port recommended and was contained 
in Sec. 923 of H.R. 8300. Since the 
benefits of this proposal would be con- 
ditioned upon doing business abroad, 
the 14 percentage point reduction is 
logical and consistent. 

In connection with point (3), im- 
position of tax upon the recipient of the 
dividends from the “Section 931 cor- 
poration,” rather than (as suggested in 
the Harvard Plan) upon the corpora- 
tion itself, would be more in accord 
with existing practice and would en- 
able the recipient to report the divi- 
dend more accurately according to its 
own income and tax status during the 
particular year. The dividends paid by 
a qualifying corporation, should, of 
course, carry with them the right to a 
Section 902 credit for foreign taxes in 
the case of Corporations covered there- 
by (that is, those owing an interest of 
10 percent or more). 
essential to 


It would seem 
the “over-all” rather 
than “per-country” limitation (or to 
permit an election between the two) in 
this particular situation, since the quali- 
fying corporation might derive income 
from numerous foreign countries, and it 
would be highly complicated as an ad- 
ministrative matter to apportion the 
source of the dividends as among in- 
come from the various foreign countries 
for purposes of applying a “per-coun- 
try” limitation.* 


use 


CONCLUSION 


Whereas there is virtually no limit 
on the scope of foreign income which 
could qualify for “Harvard Plan” bene- 
fits, Section 923 of H.R. 8300 as passed 
by the House represented the other ex- 


‘For a further possible treatment in this connec~- 
tion see the statement by George F. James ap- 
pearing in the Hearings before the Committee 
on Ways and Means on General Revenue Revision, 
Part 2, p. 1446 at pp. 1452-3 (1953). 
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treme in severely and arbitrarily re- 
stricting the types of income qualifying 
for relief. 

The modified plan which I have out- 
lined should represent an acceptable 
middle-of-the-road approach. Such a 
proposal would permit the qualifying 
corporation to reinvest earnings for 
further expansion abroad without im- 
mediate United States tax, just as could 
be done by a foreign subsidiary; but a 
tax of 38 percent less any allowable 
foreign tax credit would arise as soon 
as the profits were distributed to an 
American taxpayer not qualifying for 
Section 931 treatment. As already in- 
dicated, any loss in immediate revenue 
to the Treasury would be relatively in- 
significant and, indeed, a small pre- 
mium to pay for stimulating the transfer 
to private investment of a substantial 
part of the burden of foreign aid and 
correcting the inequities in the present 
crazy-quilt pattern of foreign income 
tax provisions. Reduced rates on such 
income would lower the ceiling consti- 
tuting the target of certain foreign gov- 
ernments which are tempted to increase 
their rates to our level at the sole ex- 
pense of our Treasury because of pro- 
portionately higher foreign tax credits. 
The modified plan herein recommended 
would also clearly invite American cor- 
porations to supersede their foreign 
subsidiaries, wherever feasible, with 
American companies which would be 
more satisfactory to both the investors 
and our Government. 

Moreover, since all foreign countries 
would comprise a single unit under the 
proposed regime, a Section 931 corpora- 
tion would be encouraged rather than 
hindered in attempts to reinvest foreign 
earnings for further expansion abroad. 
In the long run such tax incentives 
should serve to increase domestic em- 
ployment with a resulting increase in 
national income and an ultimate reve- 
nue gain, rather than loss, to the Treas- 
And, finally, as experience in 
Puerto Rico reveals, such an incentive 
invites and encourages cooperative ac- 
tion on the part of other nations. In 
the final analysis, such cooperative ac- 
tion is necessary if our foreign policy 
is to be implemented to the greatest 
possible extent. No one has more clearly 
pointed this out than Rep. Jere Cooper 
(a member of the Randall Commission 
and Chairman of the House Ways and 
Means Committee), who spoke as fol- 
lows on November 9, 1954, before the 
senior members of the delegations to 


ury. 


the Ninth Session of the Contracting 
Parties to the General Agreement on 
Tariffs and Trade in Geneva, Switzer- 
land: 

“I for one believe that a realistic and 
constructive foreign trade policy on the 
part of all the free nations of the world 
is more important today than it has 
eves been in the past. Such a program 
will require the cooperative action of all 
the free nations. 

“We must endeavor to lay founda- 
tions on which a stable foreign trade 
can be built. Our guiding aim should 
be to seek, through national and inter- 
national action, to increase the produc- 
tion and consumption of, and trade in, 
goods, and eliminate unnecessary and 
arbitrary trade barriers and all forms 
of discriminatory treatment in interna- 
tional commerce. It is only through such 
actions that we can have an expanding 
world economy, establish and maintain 
in all the free nations higher levels of 
employment and real income, and create 
economic conditions which are condu- 
cive to world peace. 

“Foreign trade is a two-way street, 
and it is only through giving full recog- 
nition to this fact that we can accom- 
plish desirable improvements in the 
flow of goods among the free nations 
of the world. Expanded foreign trade 
will contribute greatly to the peace 
and security of the free world and be 
one of our greatest deterrents to the 
spread of communistic subversion and 
aggression. 

“I am very hopeful that much con- 
structive work can be accomplished at 
the meetings of the parties to the Gen- 
eral Agreement on Tariffs and Trade 
here at Geneva, and I give assurances 
that the Committee on Ways and 
Means will give early consideration to 
legislation on the part of the United 
States which will contribute our share 
toward an expanded foreign trade.” 

Needless to say, any reasonable solu- 
tion for these problems should receive 
the united support of all Americans 
trading abroad. w 


[The foregoing article is based on mate- 
rial prepared by Mr. Gornick for an 
address for the National Foreign Trade 
Council.] 


Ruling gives tax benefit 
in buying new foreign home 


REVENUE RULING 54-611 permits a “par- 
lay of tax advantages in cases to which 
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it is appropriate. Here is how it works. 

Section 1034 provides for nonrecog- 
nition of gain where the taxpayer sells 
his principal residence and, within a 
period of one year before the sale or 
one year after the sale, purchases a 
new principal residence. Rev. Rul. 54- 
611 holds that §1034 applies even 
though the new residence is in a foreign 
country. In such a case, the gain on 
the old residence “postponed” under 
$1034 may never be subject to tax; and 
no estate tax may ever be payable on 
the new residence. 

Consider the situation of a taxpayer 
who sells his old residence in the 
United States and buys a new residence 
in a foreign country. If he holds the 
new residence until his death, the in- 
crement in value of the old residence 
escapes entirely from Federal income 
tax. His heirs pay no tax on this incre- 
ment because on death the property 
acquires a basis equal to its then fair 
market value (I1.R.C. $1014). Because 
it is a foreign residence, it acquires 
this new basis without estate tax cost. 
Real property situated outside the 
United States is not included in the 
gross estate, even in the case of a 
United States citizen (I.R.C. §2031 
(a)). * 


Foreign aspects of taxation * 


New decisions 





Nonresident alien’s letter of exemption 
must be filed with U.S. payor trienni- 
ally. Under the tax convention, some 
items of income from U.S. payors to 
nonresident aliens are relieved of with- 
holding tax, or are taxed at a reduced 
rate. Where a special form is not pre- 
scribed, letters of notification of exemp- 
tion from tax shall be filed with the 
U.S. payor for each successive three- 
calendar-year period. Rev. Rul. 55-106. 


Western Hemisphere countries listed. 
Though the Department does not have 
a comprehensive list of all countries 
considered as in the Western hemi- 
sphere so that U.S. corporations trading 
there get a special low tax rate, the 
following are included: Puerto Rico, 
Virgin Island, Antilles, Bahamas, and 
islands of the West Indies. Not included 
are Bermuda, the Falklands and Alaska 
(an integral part of the U.S.) Rev. Rul. 


55-105. 
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Resale certificate held valid in 


important New York sales-tax case 


A VENDOR who accepts resale certifi- 
“™ cates from his customers in good 
faith is not required to look beyond 
those certificates as to their validity, the 
New York State Court of Appeals has 
just held. This, the American Cyanamid 
case, was a court test instigated by the 
Commerce and Industry Association of 
New York, Inc. The decision is not 
binding in jurisdictions other than New 
York, of course, but informed tax men 
highly persuasive 
throughout the country. Certainly this 


expect it to be 


decision is a very respectable precedent. 

The final decision just handed down 
by the Court of Appeals unanimously 
reverses an unfavorable ruling by the 
Appellate Division. As a result, firms 
doing business here no longer will be 
threatened by refusals of the City’s tax- 
ing authorities to recognize the accept- 
ance in good faith of resale certificates. 

Of equal importance to the decision 
itself, are the facts upon which the de- 
cision was based. We quote from the 
record as follows (emphasis supplied) : 

“This petitioner sells, in New York 
City, various acids and chemicals to 
engaged in a 
variety of businesses. The proceeding 


numerous customers 
is brought to review sales tax assess- 
ments made against petitioner on find- 
ings that, over a period of years, it 
failed to collect the tax on numerous 
sales transactions. The record suffi- 
ciently shows these facts: that in every 
such instance petitioner had a resale 
certificate covering the sale from its 
vendee, who was registered with the 
city as authorized to issue certificates; 
that, however, none of the sales were 
in fact for resale; that petitioner had 
reason for suspicion or belief that the 
sales were taxable but in no case did 
petitioner or any of its responsible offi- 
cers have any actual knowledge of that 


fact; that petitioner at all times acted 
in good, not bad, faith in taking the 
resale certificates and in failing to col- 
lect the tax. 

“Petitioner was informed by its own 
chemist that some of the products it 
sold were not such as ordinarily became 
identifiable ingredients or components 
of other products later to be resold. As 
to other sales, petitioner was put on 
notice, by its customers’ corporate 
names or otherwise, that those cus- 
tomers were in dyeing, cleaning, stamp- 
ing or coating businesses, etc., and 
were, presumably, consuming in proc- 
esses of their own, the goods bought 
from petitioner. The fact remains, how- 
ever, that petitioner did not know the 
exact uses, did not know that the re- 
sale certificates were inaccurate, and 
made no further investigation. 


“The question of law is: did peti- 


tioner’s possession of such notice or in- 
formation make it liable for the tax, 
despite its receipt, in good faith of re- 
sale certificates? Our answer is in the 
negative. 

“To this question of statutory inter- 
pretation, i.e., legislative intent, there 
is no direct answer in the statute itself, 
or, indeed, in the Comptroller’s Regu- 
lations. We assume that there would 
be no protection for a vendor, who, 
knowing that there was to be no resale, 
nevertheless took and acted on such a 
resale certificate, fraudulently or in bad 
faith. But this law, which goes very far 
in burdening the vendor by making 
him an unpaid tax collector for the city, 
does not, expressedly or impliedly, put 
on him a duty of investigating or polic- 
ing his own customers. The problem, of 
taxability or no, is sometimes a difficult 
one as to items which are not resold as 
such but which may or may not be con- 
sidered as becoming components of 
another article which is to be resold. 
We do not think the statute forces a 
vendor to debate such questions with 
his customer.” 

Taxpayers should note that while 
this decision is favorable to the tax- 
payer, it is based upon the acceptance 
in good faith by the taxpayer of the 
resale certificates it obtains from its 
customers. 

It should also be noted that while 
this decision is favorable to the vendor, 
the vendee is still liable for the use 
tax so that there should be no loss of 
revenue to the taxing authority. 


Evaluating state & local taxation in 


choosing a new industrial location 


LBERT G. Preston of the General 
“% Electric Company recently offered 
us his views on how to fit state and 
local taxation into management’s analy- 
sis of a possible site for a new estab- 
lishment. Too little attention is being 
paid to this growing problem of state 
and local taxation, he says. Mr. Pres- 
ton’s observations are quoted below. 


Factors of which tax is one 

At least six major factors influence 
the decision of a new business as to 
where to locate (or the decisions of 
existing businesses as to where to ex- 
pand or relocate). They are: 

(a) Climate, water supply, and loca- 
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tion with respect to raw materials and 
markets, which are geographical in 
character and almost entirely uncon- 
trollable. 

(b) Cost of electric power, adequacy 
and cost of transportation, and avail- 
ability and cost of fuel, which are also 
largely geographical but which are to 
some extent controllable. 

(c) Local living conditions and atti- 
tude of the community. 

(d) Supply of workers, character, 
and productivity of workers, wage rates, 
and labor relations. 

(e) State and local regulation of 
industry. 

(f) State and local taxes. 
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Because there are so many factors to 
be weighed, the importance of the last 
one—state and local taxes—has in the 
past been minimized by both govern- 
officials and businessmen. I 
think, however, that businessmen are 
becoming increasingly aware of the 
burden which state and local taxes place 
upon the financial results of their busi- 
nesses and with this realization, this 
increasing tax consciousness, we find 
them asking what the state and local 
tax bill is going to be and what can be 
done to reduce it. If the aggregate of 
the other factors is approximately equal, 
the decision to expand or locate indus- 
tries in a particular state or location may 
well be resolved by the relative tax 


mental 


burdens. 


Continuing effect on profits 


[ do not wish to create the impression 
that state and local taxes are important 
to business only when a new location 
is to be considered. Actually these state 
and local tax costs are a definite and 
important element of the cost of doing 
business and are reflected in the day-to- 
day competition in the market place. If 
a business in New York State has a 
much higher state and local tax burden 
than its competitor in another state, and 
the aggregate of other factors is equal, 
the New York business will not be as 
successful as the out-of-state business. 
Conceivably, if management were not 
able to effect a reduction in tax burden, 
ultimate failure could be the result. No 
management can long ignore these tax 
considerations, but when a new installa- 
tion is in prospect, new tax opportuni- 
ties and responsibilities arise. 


Federal deduction no excuse 


One frequently hears the argument 
that, since state and local taxes are 
deductible by business for federal tax 
purposes, tax differentials among the 
various states are of no great impor- 
This argument advanced 
quite regularly during the period of 
the federal excess profits tax. Although 
it might not have been popularly real- 
ized, the great majority of corporations 
did not pay the excess profits tax and 
therefore the force of the argument 
even then was not as great as it may 
have seemed to its proponents. At the 
present time with corporate tax rates at 
52%, the effect of the federal tax de- 
duction is to cut approximately in half 
the differential in state and local tax 
costs among various locations. If you 


tance. was 


were faced with a choice of a state and 
local tax burden of, say, $400,000 in 
State A and of $200,000 in State B, I 
feel sure that you would not be deterred 
from choosing State B by the consid- 
eration that the cost is deductible for 
federal tax purposes. The effect of the 
federal tax deduction would be to re- 
duce the differential between States A 
and B from $200,000 to $96,000, which 
is still an attractive advantage for 
State B. 


Inducements of some states 


If one seriously doubts the importance 
of the state and local tax burden upon 
location or expansion of industry, one 
need only review the increasing array 
of tax inducements which are being 
offered, either by non-industrial states 
or by states which are experiencing an 
exodus of industry, to industries to lo- 
cate or expand in these states rather 
than in the so-called well-established 
industrial states, such as New York. 
While it may well be said that the ef- 
fectiveness of these measures cannot be 
judged, because the trend may be away 
from the more highly developed sec- 
tions of the country for other reasons, 
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I firmly believe that we cannot dismiss 
them summarily. In one form or an- 
other, for periods which vary from 5 
to 10 years, the States of Alabama, Ari- 
zona, Arkansas, Delaware, Florida, Ken- 
tucky, Louisiana, Maryland, Mississippi, 
Oklahoma, Rhode Island, South Caro- 
lina, and Vermont are granting exemp- 
tions from property taxes to new indus- 
tries. 

At General Electric we make com- 
putations of comparative state and 
local tax costs whenever we are consid- 
ering several possible locations for a 
new operation. I don’t wish to give the 
impression that the choice of location 
is determined by the results of these 
computations because that is not true. 
All of the other factors which I men- 
tioned previously are considered, along 
with the tax burden. In addition, we 
make studies from time to time of the 
relative tax burden in a great number 
of states. This latter type of study gen- 
erally involves a hypothetical manufac- 
turing operation, which is to be im- 
posed upon our existing operations in 
each state included in the study. We 
consider not only the taxes at the state 
level but also the local property taxes 





HERE Is A PICTURE of tax incentives 
to locate new businesses offered by 
various states in 1954. The following 
notes a** from Prentice-Hall’s Ac- 
countant’» Weekly Report. 

By the end of 1953 tax lures had 
been enacted in various localities. 
Limited property tax exemption was 
granted at least temporarily in 11 
jurisdictions (Ala., Alaska, Ark., 
Conn., Del., Hawaii, La., Md., 
Mich., N.D., and S.C.). Local tax- 
ing units were also empowered to 
allow similar exemption in 9 states 
(Ala., Ark., Ky., La., Miss., Okla., 
R.I., S.C., and Vt.). Moreover, in 6 
states municipalities were author- 
ized to sell their own bonds to 
finance long-term leasing of new or 
expanded plants (Ala., IIl., Ky., La., 
Miss., Tenn.). This latter industrial 
encouragement is sometimes called 
“selling tax exemption.” 

New laws in 1954 added “move 
in” inducements to selected indus- 
tries in 2 states ard replenished the 
bait already tendered in 2 other 
states. Here’s how they shape up: 





LAWS CHANGED TO PROVIDE TAX LURES 


Mississippi: Many products were 
added to the list of new enterprises 
exempt from property tax. 

New York: Lets cities of 200,000 
to 250,000 exempt, for 15 years, 
buildings constructed or altered to 
provide off-street parking. Exemp- 
tion may not include land, or any 
part of building not used for parking 
or offices and waiting rooms con- 
nected with parking. 

South Carolina: New manufactur- 
ing or processing facilities are ex- 
empt for 5 years from county taxes 
(except for purposes) in 
specified counties within certain 
dollar limits. 

Virginia: If a manufacturer in a 
county for 3 years relocates in adja- 
cent county because of economic 
conditions, adjacent county may, up 
to 7/1/55, exempt it from local taxes 
for 5 years. Counties adjoining a 
county of another state which grants 
similar exemptions may exempt 
manufacturing establishments and 
works of internal improvements from 
local taxation for 5 years. 
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and the unemployment insurance taxes. 


Be careful of local taxes 

In any study of the comparative tax 
burden between several locations, it is 
as well 
as the state, taxes because light state 
taxes may mean heavy local taxes 
high state taxes may mean low local 
local taxes, however, are 
generally much more difficult to esti- 
mate 


necessary to consider the local, 
and 


taxes. The 
because of lack of uniformity in 
and lack of in- 
formation with respect to basis of assess- 
ment which 
actual experience is not available. Also 
a study which is based on 1952 opera- 


assessment practices 


in specific localities in 


tions and the tax laws in effect in that 
year will not be particularly valuable 
in 1953 and 1954, because of constant 
changes in tax laws and regulations, 
and also because of differences in the 
amount of net income. It is well to bear 
in mind the fact that generalizations are 
dangerous, that a location, which may 
be particularly bad for one type of 
business from the standpoint of tax 
impact, may be entirely satisfactory for 
a different type of business. 


Cost of compliance important 

element which these 
studies do not con- 
sider—the cost of compliance with state 


There is an 
comparative tax 
This assumes sub- 
stantial proportions if we consider not 
only the taxes imposed upon the busi- 
itself but the reports and 
returns which are required of employers 
in connection with the personal income 


and local tax laws. 


ness also 


tax laws and the unemployment insur- 


ance statutes of the various states. It 
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in June with concentration in federal, state 
and local taxation, accounting background, 
employed in tax editorial capacity, desires 
position in tax department of corporation 
in New York City area. Box 526. 


May 1955 


will also be obvious that the reason 
this element is generally ignored is that 
it is not readily susceptible of measure- 
ment. 

I do not wish it to be inferred that 
I believe a state must become the state 
with the lowest tax burden if it is g ing 
to continue to grow industrially. I do 
believe, however, that a state must 
remain competitive tax-wise. If the state 
government is going to encourage the 
expansion of private employment in 
the state, it should keep informed as to 
how it compares tax-wise with these 
other states. Current continuing studies 
of the comparative tax burden or of 
the comparative burden of all govern- 
mentally created costs of doing busi- 
ness, which would include workmen’s 
compensation costs, would seem to be 
necessary. 


New York City forbidden 
to collect ‘‘breakage”’ 


A New York THEATRE’s suit to prevent 
the from collecting “breakage” 
(rounding to the next highest even 
cent) has been upheld by the Appellate 
Division. The city’s new amusement 
tax was adopted after the legislature 
authorized the city to impost a tax “not 
in excess of five per cent.” Rounding 
would, of course, increase the tax over 
5% in some cases. No, says the court. 

Extension of this principle to sales 
and other similiar taxes would make 
considerable difference in the amount 
collected (a 3% sales tax effectively 
subjects a 10¢ purchase (in Ohio) to 
a 10% tax; in New York City a 15¢ 
purchase is taxed 1¢—about 7% tax. A 


very interesting development. v 


city 


Added local taxes may make 
volume increases unprofitable 


INCREASE IN VOLUME must be weighed 
against liability for out-of-state taxes 
incurred by sales activity, it was pointed 
out by the Associated Industries of New 
York State recently. 

If the selling company has out-of- 
state local telephone or business listings, 
permits out-of-state local representatives 
to use company stationery or cards, 
has salemen repair equipment or collect 
bills out of state or has out-of-state 
salesmen listing the company as their 
home address, it is time to weight the 
volume increase from such practices 
against possible liability for out-of- state 
taxes. y 
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conducted by the Federal Tax Forum. The authors are 45 of 
the country’s leading tax lawyers, CPA’s, corporate tax execu- 


The 


Forum set itself to determine how the new law would work 
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